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Elimination of Intercompany Profits in 


Consolidated Statements 
By Gorpon C. Carson 


The object of consolidated statements is to exhibit the correct 
status of the affairs of the constituent companies viewed as an 
entity, after giving due consideration to the rights of minority 
interests. This principle requires not only that the equity of the 
outside stockholders in the subsidiary corporations be recognized 
but also that all losses and deficits be likewise assigned to them in 
proper proportion. As far as the parent company is concerned, 
its consolidated statement would be identical in the case of two 
subsidiaries if, in one instance, it owned 100% of the stock, or, 
in an other instance, it owned only 80% of the stock where the 
assets and liabilities were 25% greater all the way through. That 
is, $100,000 of stock all owned by the parent company when the 
subsidiary has $100,000 of net worth should affect the consoli- 
dated balance-sheet, or at least the surplus shown thereon, to the 
same extent as $100,000 of stock owned by the parent in a sub- 
sidiary having a net worth of $125,000. 

These premises require that in the elimination of intercompany 
profits, only such proportion thereof shall be taken out of the 
consolidated statement as the stock ownership of the parent com- 
pany bears to the total stock ownership in the subsidiary in 
question. This would apply whether the subsidiary were the 
buyer or the seller of the commodity or services upon which the 
profit arose. Let us consider the following examples, which will 
make these points clear: 

PARENT COMPANY | 
Liabilities 
Capital stock $100,000 
Stock of subsidiary. 80.000 
$100,000 $100,000 








The Journal of Accountancy 








SUBSIDIARY 


Assets 
Merchandise 


eee eee 


$100,000 


Liabilities 


Capital stock ...... $100,000 


Suppose now the subsidiary sells $10,000 of merchandise to 
the parent company for $15,000, thus yielding a profit of $5,000. 
The balance-sheets would then be as follows: 


PARENT COMPANY 


Assets Liabilities 
ee $ 5,000 Capital stock ...... $100,000 
Merchandise ...... 15,000 
Stock of subsidiary. 80,000 

$100,000 $100,000 
SUBSIDIARY 

Assets Liabilities 
es chile see $ 15,000 Capital stock ...... $100,000 
Merchandise ...... 90,000 PE Wid sscs yes 5,000 

$105,000 $105,000 


At this point, the consolidated statement, if the entire profit 
on the sale were eliminated, would be: 


Assets: 


PARENT 
RE er, re $ 5,000 
Merchandise ........ 15,000 
Stock of subsidiary.. 80,000 
$100,000 
Liabilities : 
Capital stock ....... $100,000 
PEE cae epeke sees 
Surplus minority .. 
Deficit majority ..... 
$100,000 
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SUBSIDIARY CONSOLIDATED 
$ 15,000 $ 20,000 
90,000 100,000 
$105,000 $120,000 
$100,000 $120,000 
5,000 
$1,000 
1,000 
$105,000 $120,000 
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It is obvious that the intercompany transaction could not 
have resulted in a $1,000 deficit to the majority interest. Equally 
obvious is it that the surplus of $1,000 of the subsidiary appli- 
cable to the outside stock holdings is a real liability of the con- 
solidated entity. The latter statement will become more apparent 
if we label such surplus, that is, the $5,000 earned by the sub- 
sidiary on the transaction, as “dividends payable”—assuming the 
directors to have declared the entire surplus as a dividend, as they 
would have had a perfect right to do. In this event, the $4,000 
of dividends accruing to the parent company might well be 
eliminated in the consolidation, but surely the $1,000 payable to 
the minority interests would have to be shown. 

These difficulties all disappear if only such part of the profit 
on the intercompany sale is eliminated as appertains to the 
majority interest—in other words, 80%. The consolidated 
balance-sheet would then contain the item of merchandise written 
down only $4,000, instead of $5,000, and would be as follows: 





Assets : 
Ct 0566+ cabs ke cdees iceb amen $ 20,000 
Merchandise ($105,000 minus $4,000) .. 101,000 
$121,000 
Liabilities : 
COM CHIE occ ce cecesicnpesiacnaes $120,000 
Surplus applicable to minority interest... 1,000 
$121,000 


Thus the liability to the minority interest is represented by 
the value of merchandise on hand at its true cost, instead of 
being shown as an imaginary and illogical deduction from the 
capital of the majority. 

The same sort of illustrations could be used if the subsidiary 
sold the merchandise at a loss so that its balance-sheet showed a 
deficit, say, of $5,000. As regards the parent company, its pro- 
portion of the loss, $4,000, is not realized until it resells the 
merchandise—when it may even show a substantial profit. But 
the minority stockholders have no further interest in the goods 
sold and therefore the $1,000 loss applicable to them is fixed and 
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real. The consolidated statement would therefore appear as 
follows: 


Assets : PARENT SUBSIDIARY CONSOLIDATED 
ee $ 15,000 $ 5,000 $ 20,000 
Merchandise ........ 5,000 90,000 99,000 
Stock of subsidiary... 80,000 

$100,000 $ 95,000 $119,000 

Liabilities : 

Capital stock ........ $100,000 $100,000 $120,000 

ERE (5,000) 

Deficit minority ..... (1,000) 
$100,000 $ 95,000 $119,000 


In order to establish the ccrresponding principle above 
mentioned—that it makes no difference whether the subsidiary 
be the buyer or the seller—let us take a case where the parent 
company sells $10,000 of merchandise to the controlled company 
at a profit of $5,000. The balance-sheets of each and of the 
consolidation would then be (assuming that the parent started 
with $20,000 merchandise and the subsidiary with $100,000 cash) : 


Assets : PARENT SUBSIDIARY CONSOLIDATED 
RM Rates oe sccdane $ 15,000 $ 85,000 $100,000 
Merchandise ........ 10,000 15,000 21,000 
Stock of subsidiary.. 80,000 

$105,000 $100,000 $121,000 

Liabilities : 

Capital stock ........ $100,000 $100,000 $120,000 

BD -Sadawceccces 5,000 

Surplus majority .... 1,000 
$105,000 $100,000 $121,000 


It will be noted that only $4,000 of the intercompany profit is 
eliminated out of the total profit of $5,000 made. That the $1,000 
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of such profit, which the minority interest has paid, is realized 
will become apparent if we assume a liquidation of the subsidiary 
and a distribution of its assets in kind or if we split the subsidiary 
up into two parts—80% and 20%—and consolidate the former 
with the parent company. 


80% oF 
Assets : PARENT SUBSIDIARY CONSOLIDATED 
GRE si tinckees denen $ 15,000 $ 68,000 $ 83,000 
Merchandise ........ 10,000 12,000 18,000 
Stock of subsidiary.. 80,000 
$105,000 $ 80,000 $101,000 
Liabilities : 
Capital stock ........ $100,000 $ 80,000 $100,000 
er 5,000 
Surplus majority .... 1,000 
$105,000 $ 80,000 $101,000 


In this table, the $4,000 of profit contained in the merchandise 
item of the subsidiary is eliminated from the $5,000 surplus, leaving 
the latter at $1,000. 

Let us suppose that at this point an expert accountant is 
called in to determine the book value of the stock of the parent 
company or that part of the capital stock of the parent company 
is preferred under a charter clause requiring the payment of a 
certain percentage of the earnings into a redemption fund, and 
the accountant is asked to say whether or not there are any earn- 
ings from which to pay it. Such conditions emphasize the 
necessity of recognizing the existence of any surplus appertaining 
to the holding company as well as allowing for the equities of 
minority stockholders. A preferred shareholder would hardly be 
satisfied with the statement that conservatism prevented the taking 
up of the minority’s proportion of the profit made and hence 
nothing was available for the redemption fund or perhaps for a 
preferred dividend. 

Certainly, if the parent company had owned none of the stock 
of the company to which the sale was made, the entire profit 
($5,000) would have been realized. Also, if the parent had 
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owned 100% of the stock of the purchasing company, none of the 
profit would have been realized. Between these two extremes, it 
seems logical to assume that the profit realized is proportional to 
the outside ownership. Under this principle, all embarrassing 
questions as to whether or not the subsidiary is actually controlled 
disappear; we are relieved of the absurdity of taking up all of 
the profit made if the subsidiary is not controlled and of taking 
up none if it is controlled—particularly where the question of the 
fact of control is uncertain. 

It is just as important to show the correct interest of the 
majority holdings as of the minority holdings, for otherwise the 
book value of the stock of the holding company is incorrectly 
stated. Unless the equities of the minority interests are care- 
fully segregated and recognized in every transaction which takes 
place and every profit or loss in which they share be considered 
as realized to the extent of their interest therein, the picture of the 
status of the holding company is distorted. The true object of 
the consolidated statement is not attained. 








Amortization and Depreciation in Public 
Service Corporations 


By GeorcE H. JoHNSON 


In the accounting of public service corporations there is no 
subject more important and no other perhaps so difficult as the 
proper provision for the physical deterioration of the plant 
(depreciation as it is called) together with obsolescence and the 
amortization of the book cost of limited-term franchises, etc. These 
may be considered as a group because the principles underlying 
them are the same. This is also true in varying degrees of the 
tangible and intangible property represented on the balance-sheets 
of industrial corporations. Patents are a notable example of 
intangible property whose limited life must be recognized in any 
scientific system of accounting. The application of the principles is 
so extensive that it is rather remarkable that they are not better 
understood by accountants generally and that in some important 
fundamentals even the specialists are not entirely agreed. There 
are still some public-utility accountants who maintain that service 
value is the only value to consider in a going plant and conse- 
quently that as long as maintenance is adequate to keep service 
unimpaired there can be no depreciation in the property. This is 
a virtual denial of any replacement requirements. No accountant 
who entertains that hazy idea of the subject can develop an 
accounting system which would be satisfactory to the various 
government commissions and in accord with the-prescribed and 
well-established usage of those commissions which have adopted 
uniform systems of accounting. What this usage is, particularly 
in the state of New York, and the philosophy of it may be briefly 
outlined. 

The original public service commission for the first district, 
as appointed under the law which-was enacted in 1907, pursuant 
to the plan of Governor Hughes, adopted in December, 1908, a 
uniform system of accounts for street and electric railways, with 
very similar systems for electric corporations and gas corporations. 
Those orders were served upon all the corporations under the 
jurisdiction of the commission and were prescribed from and after 
January 1, 1909. The accounting provisions regarding the 
subjects under consideration were essentially the same in the 
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three systems, and they are still in effect. It will be sufficient 
therefore to state the prescribed accounting for street and electric 
railways. 

Three depreciation accounts have been provided in operating 
expenses, viz., depreciation of way and structures, depreciation 
of equipment and general amortization. Amounts charged in 
these accounts are concurrently credited to the account, “accrued 
amortization of capital’—the official title of the depreciation 
reserve as it appears on the balance-sheet. In paragraph 30, where 
the term “amortize” is first used in the accounting order, there is 
added the following explanatory note :— 


By amortization of any charge or credit is meant its gradual extinction. 
The word is broader than depreciation, since the latter is restricted ordi- 
narily to tangible property. The word depreciation also imports more of 
the idea of fluctuating value and is complicated somewhat with the question 
of cost of replacement at market prices. Because it is considered unneces- 
sary in connection with the gradual consumption or expiration of life of 
capital to consider the question of the cost of replacement until the replace- 
ment is actually made, at which time the cost of replacement is duly 
charged to the appropriate account, and because provision is necessary for 
the gradual extinction of certain charges (such as those for some kinds 
of capital, those for extraordinary casualties, for discount on debt, etc.), 
to which the term depreciation does not well apply, it is considered well 
to use the term amortization in connection with the extinction of such 
charges and of certain corresponding credits, such as premiums on debt 
outstanding. 


The uniform system requires that each corporation served 
with the order shall make formal rules of depreciation, embodying 
expert estimates of the accounting provision necessary to cover 
wear and tear, obsolescence and inadequacy. If the monthly 
estimate for such deterioration exceeds the total repairs of the 
month, the depreciation accounts are debited and the reserve 
account “accrued amortization of capital’ is credited with the 
excess, and conversely in case of a deficiency. 

When capital is substantially continuous, such as tracks, and 
cannot be satisfactorily individualized, the capital is to be kept 
in efficient operating condition through repair, and the renewal 
and replacement of parts thereof are considered repairs. In the 
case of buildings and other structures capable of being readily 
individualized, charges to this account must be sufficient to provide 
at the end of the estimated life a reserve equal to the cost less 
salvage. When any capital is retired from service the amount 
(estimated, if not known) originally charged to a capital account 
in respect thereof is credited to such account with a concurrent 
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debit, less salvage, to the account “‘accrued amortization of capital.” 
Any necessary adjustments not thus provided for are charged to 
“surplus.” 

The rule for general amortization is as follows: 


Charge to this account at the close of each fiscal period and credit to 
the account “accrued amortization of capital’’ such amount as is attributable 
to the period in respect of amortization of intangible capital not assignable 
to “maintenance of way and structures” or “maintenance of equipment.” 
This includes such matters as amortization of limited franchises, amorti- 
zation of organization, etc., which shall be based on rule to be filed with 
the public service commission. 


A corresponding rule governs the account “accrued amorti- 
zation of capital” —in which the concurrent entries are made. 

Errors which are most commonly made in the application of 
these rules show a lack of appreciation of the philosophy of 
averages and the science of statistics which underlies them. The 
erroneous ideas to which these errors may be attributed are of 
several classes. 

First: The idea that the. rule adopted must be based wholly 
on the experience of the respondent company and that conse- 
quently only an old company with long and continuous records of 
their physical property can estimate the cost of repairs and the 
probable life before replacement. This idea results in long delay 
in the adoption of any rule. 

Second: The idea that the rule must reflect the experience 
of the current year instead of a long average. This idea leads 
to the annual amendment of the rule. 

Third: The idea that a separate rule should be adopted for 
each class of property, instead of rules giving the average for 
all the property in each of the great classes, viz., way and struc- — 
tures and equipment. 

Fourth: The old idea, still so much in evidence in manufacturing 
concerns, of using the depreciation account as an equalizer of 
fluctuating profits—as a reservoir for large profits in good years 
which can be used for repairs in poor years. 

Fifth: The idea that provision cannot be made for events 
which cannot be specifically foreseen. In public utility account- 
ing the discovery of improved processes and the invention of 
improved machinery are notable examples. The falsity of the 
idea is best shown by tables of mortality which give no prediction 
for any one life, but the assurance that the average will be rather 
constant. 
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Sixth: The idea that any rule is good enough so long as 
something is on the books which can be called provision for 
depreciation and the opposite idea that a credit balance in the 
reserve shows the need of a revision of the rule to adjust the 
figures to the facts. 

Seventh: The idea that replacements may be charged to capital 
account because such expenditures are for tangible property. 

Eighth: The idea that new property should either be capi- 
talized or be charged to expenses according to the effect of its 
installation on earnings. 

The erroneous nature of all these ideas is evident enough 
if we keep in mind the fundamental purpose of depreciation 
accounting, viz., the maintenance of the property account as 
summarized on the balance-sheet, so that it will represent approxi- 
mately the going value of the company’s property and so serve 
as a basis for credit and the price of the company’s securities, 
and also in the case of a public utility as a rate base. 

Any accountant who understands this principle and its proper 
application has one of the essential qualifications for a comptroller 
or corporation adviser. There are, of course, different kinds of 
value, and a digression into the discussion of their definitions 
would be out of place here. It need only be said that a thor- 
oughly competent accountant should have a clear understanding 
of the fundamentals of economics and so be prepared to set up 
such accounting reserves as may be required to meet actual and 
impending changes in going value. Such a reserve, par excellence, 
is the one we are considering. It should be based on averages 
in which local experience has the greatest weight, but wide 
experience also has weight—or is used as a check. It is the 
recognition of probability based on history—that is, recorded 
experience. Obsolescence is not on such a mathematical basis as 
the expectation of total useful life; but the fact that the expecta- 
tion of life before obsolescence is rather uncertain, even in its 
average, is no reason why provision should not be made for the 
co-terminous end of the useful life in accordance with such 
statistics as are available. 

The science of statistics may be defined as the quantitative 
treatment of history, and accounting is that branch which treats 
systematically and exclusively of monetary facts and relations of 
obligation and ownership. From this standpoint, science of 
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statistics is the base of accounting generally, and particularly of 
accounting for reserves—the need for which is purely a statistical 
problem. Mortality tables for property are in process of growth, 
but however imperfect and incomplete they may be at present the 
theory of their application in public-utility accounting has been 
fully developed and tested by many years of experience. 

The uniform classification of accounts adopted by the 
committee on statistics and accounts of public utilities, and 
recommended for adoption by state commissions at the annual 
meeting of the National Association of Railway and Utility 
Commissioners held at Detroit, November, 1922, contains the 
following: 

Retirement reserve. To this account shall be credited such accounts 
as are charged to the operating expense account “retirement expense,” 
appropriated from income or surplus or both, to cover the retirement loss 
represented by the excess of the original cost, plus cost of dismantling, 
over the salvage value of fixed capital retired from service. When any 
fixed capital is retired from service, the original cost thereof (estimated 
if not known, and, when estimated, the facts on which the estimate is based 
should be stated in the entry) should be credited to the proper fixed capital 
account and charged, plus the cost of retirement, less salvage, to this 
account. If the credit balance in this account is insufficient to cover the 
retirement loss, the excess over the balance contained in the reserve should 
be charged to account “property abandoned,” which see, or to other 
appropriate accounts. 

The amounts appropriated from surplus plus amounts charged to 
retirement expense should be upon a basis, determined to be equitable 
according to the accounting company’s experience and best sources of 
information, and should in all cases be sufficient to provide during a period 


of years a reserve against which can be written off all losses sustained 
upon the retirement of property for any cause whatsoever. 


This rule raises the interesting question: What is an equitable 
base? Evidently it includes obsolescence. 

It has been the usual practice for public service commissions, 
when specific orders are made authorizing the issue of new 
funded debt, to require the amortization of discount and commis- 
sions on bonds, etc., sold, as well as payments for limited term 
franchises, by the establishment of a sinking fund or equivalent 
reserve, which is credited with a fixed amount each year plus 
interest upon all prior payments—the concurrent debit being a 
deduction from income. The annual or semi-annual payment or 
reserve is calculated so that the total amount to be amortized will 
be accumulated at the expiration of the life of the bond or fran- 
chise. The effect of this rule is to make the credits to the reserve. 
as well as to the sinking fund, much larger at the end of a long 
life than they were at the beginning, although by the sinking-fund 
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method the annual charge to income is generally constant. There 
are several reasons why later credits to a depreciation reserve 
should be the heaviest. The base of one reason is physical and of 
another financial. The service value of property decreases 
progressively, that is, the deterioration for which the depreciation 
reserve is a provision increases more rapidly with age; therefore 
it is equitable that the annual credits to the reserve should likewise 
increase. The other reason is financial. When a reserve is used, 
instead of a sinking-fund, the reason is generally economic. The 
use of the money for capital purposes is worth more to a growing 
company than the interest which would be received on a sinking- 
fund investment ; therefore the company can well afford to credit 
to the reserve each year interest upon all prior credits in addition 
to the annual fixed credit. If the company is earning a fair 
return upon the capital invested it will be easier for it to bear the 
required burden upon its income in the later years than it was the 
first year. 

In the case of the amortization of bond discounts, payments for 
limited term franchises and intangibles generally, only financial 
reasons are applicable, but these are usually regarded as adequate 
and decisive. But for income-tax accounting the straight-line 
method has been officially approved. In mathematical language, 
the accumulation of sinking-fund or reserve credits at the end of 
each period makes a geometrical progression or curve which is 
convex downward—the rate of interest being the ratio of the 
progression. When the interest rate vanishes the curve becomes 
a straight line whose angle with the base represents the fixed 
rate of payment on the amount to be amortized. Another method 
of sinking-fund amortization equalizes the periodic credits so that 
the charge to income is constantly decreasing by the accruals from 
prior payments. This is represented by a curve which is concave 
downward; it is a method which, for the reasons given, is little 
used. 

After the public service commission for the first district, 
New York, had been in existence fourteen years a compilation of 
its capitalization orders to the street-railway corporations of the 
district, that is the city of New York, showed that forty-two such 
orders and resolutions had been adopted requiring amortization 
in one form or another over a period which had not been 
completed. These orders were directed to eighteen different 
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companies, and each order generally stipulated either the sinking- 
fund or the reserve method of making a definite annual provision 
for amortization to be completed at a fixed date. Either method 
serves to correct the inflation of the surplus and so far to prevent 
the distribution of unearned dividends. Regarding the phrase- 
ology used in these orders it may be noted that twenty-one of them 
stipulate “an amortization fund,” thirteen require “a sinking fund,” 
five require “a charge to income and a credit to a reserve,” six 
require “amortization according to the prescribed system of 
accounts,” three require “a depreciation charge,” and one requires 
“an annual charge to surplus.” In seven cases, it will be noted, 
more than one of these phrases is used. 

In actual practice an interesting question arises at the very 
beginning of depreciation-accounting for corporations which have 
been operating without any such accounting. It is evident that 
a rule which would have been proper when all the property was 
new, will be inadequate at any later date to provide for all the 
retirements. This may be remedied in either one of two ways: 
First, the amount which would have accumulated in the reserve, 
if it had been established at the beginning of operations, may be 
charged to surplus and credited to the reserve ; second, the reserve 
may be made applicable (a) only to property installed after the 
date of making the rule effective—other retirements being charged ,. 
to surplus—or (b) as regards property installed before that date, 
but retired later, its book cost, less salvage, may be charged partly 
to surplus and partly to the reserve in proportion to its useful 
life before and after such date. 

Whether (a) or (b) is used depends upon the data on which 
the rule is based. If the rule is based on the whole life of the 
property, method (a) is used; if it is based on the estimated life 
after establishment of the rule, then (b) is used. 

Other interesting questions have been discussed—particularly 
as the result of war inflation, changing prices and costs of replace- 
ment. The correct answers to all such questions are based on a 
principle which must never be overlooked, viz., the fundamental 
purpose of depreciation accounting is to prevent any wide and 
permanent gulf between the balance-sheet figures of fixed capital 
and the actual value of the property they represent. It is such 
a gulf—particularly one that is constantly increasing—that is to 
be avoided, and not a gap; because the idea that the balance-sheet 
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figures and the corresponding values can be kept together, or in 
mathematical relationship, is quite impracticable. The idea is a 
good ideal to keep in mind, but—like mean sea level—it can be 
realized only to be lost in continuous fluctuations. To keep actual 
value fixed is no more practicable than to keep a chip floating on 
the ocean at mean sea level. But while the surface of the sea 
can be depended upon to fluctuate about a mean level, values have 
zero as their only limit. 

The plan proposed of revising from time to time the balance- 
sheet figures of fixed capital, to represent actual values as shown 
by appraisements, has much to recommend it, but it also has such 
serious disadvantages and dangers that it is not likely to be adopted 
systematically. The great object lesson in this kind of work is 
the valuation of the interstate steam railroads of the United States 
by the interstate commerce commission. When this work is 
finished and accepted, if that time ever comes, the expense to 
both corporations and the government will have been so great, 
and the date of the appraisal will be so old, that similar work 
will not be encouraged. And yet whenever an appraisal is made 
which shows the actual value of the fixed property to be very 
different from its book value the expediency of revising the latter 
should be seriously considered. 




















The Franklin Trust 


By FREDERICK VIERLING 


It is seldom that one has the privilege of reviewing the value 
of service rendered or the accounts of long-time accumulating 
trust funds. Usually the income of a trust is expended or distrib- 
uted from time to time in whole or in part, so there is no 
accumulation or only a partial accumulation of income, and the 
average rate of net income on the fund cannot be determined, 
except by those immediately in charge of the fund. . Usually wills 
creating trusts do not outline the thoughts of the testator as to 
his plans and the financial results hoped for, and one cannot 
compare the actual with the expected or estimated results. It 
should be interesting to trustees of today to study the available 
records of various existing long-time trusts. In this review 
consideration is given to the trust created by codicil to the will 
of Benjamin Franklin. That trust has been in existence since 
May 2, 1791, and is to continue until May 2, 1991. 

Benjamin Franklin was born in Boston, January 17, 1706. 
He moved to Philadelphia in 1723, aged 17. At 82 years of age 
he made. his last will, dated July 17, 1788. At 83 years of age 
he made the codicil, dated June 23, 1789. He died in Philadelphia, 
April 17, 1790, aged 84. His will and codicil were probated 
April 23, 1790. 

PROVISIONS OF CopICcIL. 

The following provisions from his codicil are quoted in case 
reported in 184 Mass., page 373, to-wit: 

“T have considered that among Artisans good Apprentices 
are most likely to make good Citizens, and having myself been 
bred to a manual Art Printing in my native Town, and after- 
wards assisted to set up my business in Philadelphia by the kind 
loan of Money from two Friends there, which was the foundation 
of my Fortune, and of all the utility in my life that may be 
ascribed to me,—(see Note 1)—I wish to be useful even after 
my Death, if possible, in forming and advancing other young 
men that may be serviceable to their Country in both these Towns. 

“To this End I devote Two Thousand Pounds Sterling, — 
(see Note 2)—which I give, one thousand thereof to the Inhab- 


itants of the Town of Boston, in Massachusetts,—(see Note 3) 
—and the other one thousand to the Inhabitants of the City of 
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Philadelphia,—(see Note 4)—in trust to and for the Uses, 
Interests and Purposes hereinafter mentioned and declared. 
“The said sum of One thousand Pounds Sterling, if accepted 
by the Inhabitants of the Town of Boston,—(see Note 5)—shall 
be managed under the direction of the Select Men, united with 
the Ministers of the oldest Episcopalian, Congregational and 
Presbyterian Churches in that Town;—(see Note 6)—who are 
to let out the same upon Interest at five per cent per Annum— 
(see Note 7)—to such young married artificers under age of 
twenty-five years—(see Note 8)—as have served an Appren- 
ticeship in the said Town; and faithfully fulfilled the Duties 
required in their Indentures,—(see Note 9)—so as to obtain a 
good moral Character from at least two respectable Citizens, who 
are willing to become their Sureties in a Bond with the Applicants 
for the Repayment of the Monies so lent with Interest according 
to the Terms hereinafter prescribed—(see Note 10)—All which 
Bonds are to be taken for Spanish milled Dollars or for the value 
thereof in current Gold Coin.—(see Note 11)—And the Managers 
shall keep a bound Book or Books wherein shall be entered the 
Names of those who shall apply and receive the benefit of this 
Institution and of their Sureties, together with the Sums lent, 
the Dates and other necessary and proper Records, respecting the 
Business and Concerns of this Institution. And as these Loans 
are intended to assist young married Artificers in setting up their 
Business, they are to be proportioned by the discretion of the 
Managers so as not to exceed Sixty Pounds Sterling to one 
Person, nor to be less than Fifteen Pounds.—(see Note 12)—- 
And if the numbers of Appliers so entitled shall be so large, as 
that the sum will not suffice to afford to each as much as might 
otherwise not be improper, the proportion to each shall be dimin- 
ished so as to afford to every one some Assistance. These aids 
may therefore be small at first; but as the Capital increases by 
the accumulated Interest, they will be more ample. And in order 
to serve as many as possible in their Turn, as well as to make 
the Repayment of the principal borrowed more easy, each 
Borrower shall be pledged to pay with the yearly Interest, one 
tenth part of the principal—(see Note 13)—which Sums of 
Principal and Interest so paid in, shall be again let out to fresh 
Borrowers. And it is presumed that there will always be found 
in Boston virtuous and benevolent Citizens willing to bestow a 
part of their Time in doing good to the rising Generation by 
Superintending and managing this Institution gratis, it is hoped 
that no part of the Money will at any time lie dead or be diverted 
to other purposes, but to be continually augmenting by the Interest, 
in which case there may in time be more than the occasions in 
Boston shall require and then some may be spared to their 
Neighboring or other Towns in the said state of Massachusetts 
who may desire it, such Towns engaging to pay punctually the 
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Interest and the Portions of the principal annually to the Inhab- 
itants of the Town of Boston. 

“If this plan is executed and succeeds as projected without 
interruption for one hundred Years, the Sum will then be one 
hundred and thirty-one thousand Pounds—(see Note 14)—of 
which I would have the Managers of the Donation to the Town 
of Boston, then lay out at their discretion one hundred thousand 
Pounds—(see Note 15)—in Public Works which may be judged 
of most general utility to the Inhabitants such as Fortifications, 
Bridges, Aqueducts, Public Building, Baths, Pavements or what- 
ever may make living in the Town more convenient to its People 
and render it more agreeable to strangers, resorting thither for 
Health or a temporary residence.—(see Note 16)—The remaining 
thirty-one thousand Pounds I would have continued to be let out 
on interest in the manner above directed for another hundred 
Years —(see Note 17)—as I hope it will have been found that 
the Institution has had a good effect on the conduct of Youth, 
and been of Service to many worthy Characters and useful 
Citizens. At the end of this second Term if no unfortunate 
accident has prevented the operation the sum will be Four Millions 
and Sixty one thousand Pounds Sterling—(see Note 18)—-of 
which I leave one Million sixty one Thousand Pounds to the 
Disposition of the Inhabitants of the Town of Boston and Three 
Millions to the disposition of the Government of the State 
(see Note 19)—not presuming to carry my views farther. 

“All the directions herein given respecting the Dispositions 
and Management of the Donation to the inhabitants of Boston, 
I would have observed respecting that to the Inhabitants of 
Philadelphia: only as Philadelphia is incorporated, I request the 
Corporation of the City to undertake the management agreeable 
to the said Directions—(see Note 4)—and I do hereby vest them 
with full and ample powers for that purpose; and having consid- 
ered that the covering its Grand Plat with Buildings and 
Pavements, which carry off most of the Rain and prevent its 
soaking into the Earth and renewing and purefying the Springs, 
whence the Water of the Wells must gradually grow worse, and 
in time be unfit to use, as I find has happened in all old Cities, I 
recommend that at the end of the first hundred Years, if not done 
before, the Corporation of the City employ a part of the Hundred 
thousand Pounds in bringing by Pipes the Water of Wissahickon 
Creek into the Town, so as to supply the Inhabitants which I 
apprehend may be done without great difficulty, the level of that 
Creek being much above that of the City and may be made 
higher, by a Dam, I also recommend making the Schuylkill 
compleately navigable. At the end of the Second Hundred Years, 
I would have the disposition of the Four Million and Sixty one 
thousand Pounds divided between the Inhabitants of the City of 
Philadelphia and the Government of Pennsylvania, in the same 
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manner as herein directed with respect to that of the Inhabitants 
of Boston and the Government of Massachusetts. 

“It is my desire that this Institution should take place and 
begin to operate within one year after my decease; —(see Note 
20)—for which purpose due notice should be publickly given 
previous to the expiration of that Year, that those for whose 
Benefit this establishment is intended may make their respective 
applications; And I hereby direct my Executors, the survivors 
or survivor of them, within six Months after my decease,—(see 
Note 21)—to pay over the said sum of Two thousand Pounds 
Sterling, to such Persons as shall be duly appointed by the Select 
Men of Boston and the Corporation of Philadelphia, to receive 
and take charge of their respective Sums of One thousand Pounds 
each, for the purposes aforesaid. 

“Considering the accidents to which all human Affairs and 
Projects are subject in such a length of Time, I have perhaps 
too much flattered myself with a vain Fancy, that these disposi- 
tions, if carried into execution, will be continued without 
interruption, and have the Effects proposed. I hope, however, 
that if the Inhabitants of the two Cities should not think fit to 
undertake the execution—(see Note 4)—they will at least accept 
the offer of this donation as a Mark of my good-Will, a token 
of my Gratitude and a Testimony of my earnest desire to be 
useful to them even after my departure. I wish indeed that they 
may both undertake to endeavour the Execution of this Project; 
because I think that tho’ unforseen Difficulties may arise, 
expedience will be found to remove them, and the Scheme be 
found practicable; If one of them accepts the Money with the 
Conditions and the other refuses: my Will then is that both Sums 
be given to the Inhabitants of the City accepting the Whole: 
to be applied to the same purpose and under the same Regulations 
directed for the seperate Parts: and if both refuse, the Money 
of course remains in the Mass of my Estate and is to be disposed 
of therewith according to my Will made the seventeenth day of 
July, 1788.” 


ANNOTATIONS. 


Franklin, in his will proper, provided for the members of his 
immediate family. In his will he made no benevolent nor 
charitable bequests. He must have realized the omission and 
thereupon made his codicil. The codicil appears to be a longer 
instrument than the will itself. By reference notes inserted in 
parenthesis in the provisions above set out, quoted from the 
codicil, attention is directed to the following annotations, 
commenting on the respective provisions. 
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Norte 1. 

In the preamble to his codicil Franklin acknowledged that his 
training in the printing art and assistance of two friends were 
the foundation of his fortune and expressed his wish to be useful 
even after death in forming and advancing other young men. 
Early, as an employed printer, Franklin was ambitious to have 
a printing establishment of his own. The chance came when the 
father of another young printer suggested that the two young 
printers go in business for themselves, the sponsor to supply the 
funds needed to equip the establishment. The equipment was 
selected and purchased on instalment payments. The first instal- 
ment was paid. Before the second became due, the sponsor had 
financial difficulties and could not go on with the payments. It 
was suggested that Franklin assume the unpaid instalments and 
take over the business, releasing his partner and his sponsor from 
further liability. This was agreed upon. Franklin’s financial 
standing was at stake and the strain was relieved by the separate 
offer of two friends to lend him the money needed to pay for the 
business. He accepted from each one-half of the amount required 
and thus was saved from the disgrace of failure and perhaps 
imprisonment for debt. Throughout the remainder of his life he 
was deeply grateful for the help thus given in his time of need. 
The amounts received by him as loans were in due time repaid. 
He planned by his codicil to help others, as he himself had been 
aided in his youth. 

NoTeE 2. 

At the time Franklin made the codicil the money unit in use 
in this country was the English pound sterling. The bequests 
of Franklin were therefore made in pounds sterling. The first 
gold coined in this country was on July 31, 1795. On a gold 
parity basis £1,000 gold were the equivalent of $4,866.55 United 
States gold dollars, as later authorized by congress. 


Note 3. 


The bequest was to the “inhabitants of the town of Boston.” 
Boston was not incorporated as a city until February 23, 1822. 
The bequest to the inhabitants of an unincorporated town, or to 
such unincorporated town direct, from a lawyer’s viewpoint, was 
irregular. 
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Nore 4. 

Franklin recognized there must be a difference in the manage- 
ment of the two trust funds given Boston and Philadelphia 
respectively. Philadelphia existed as a municipal corporation at 
the time of the execution of the codicil. Philadelphia was 
incorporated in 1701 under a charter granted by William Penn. 
The authorities of Philadelphia, it is said, accepted the payment 
of the legacy to that city, but decided not to establish the trust 
fund and used the funds for a then immediate public purpose. 
Therefore no comparison of results may be made between the 
trust funds given by Franklin to the two cities respectively. 
Nore 5. 

As the town of Boston was not incorporated, Franklin probably 
deemed it necessary that the inhabitants of the town should have 
a town meeting, to vote upon the question of accepting or 
rejecting the legacy. Such meeting was held May 25, 1790. The 
vote was in favor of accepting the legacy upon the trusts provided 
in the codicil. 


Note 6. 

The codicil provided that the fund should be managed under 
the direction of the select-men, united with the ministers of the 
oldest Episcopalian, Congregational and Presbyterian churches 
in the town. At the time of Franklin’s death there was no 
Presbyterian church in Boston and the fund was managed by 
the select-men and the ministers of the oldest Episcopalian and 
Congregational churches. Such management was continued until 
the incorporation of Boston in February, 1822. After the incor- 
poration of the city, the fund was managed by the board of 
aldermen of the city and the two ministers and their respective 
successors. The management by the aldermen and two ministers 
continued until 1904, when the time had passed to make a first 
division of the fund authorized by the codicil. It became 
important to inquire if the board of aldermen ex officio had the 
legal right to act with the two ministers as trustees of the fund. 
In 1904 the Massachusetts court, in case reported in 184 Mass., 
373, held that the board of aldermen of the incorporated city was 
not the legal successor to the select-men of the former unincor- 
porated town of Boston, and that such aldermen ex officio were 
not legal trustees of the fund. Under its authority over trusts, 
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on the principle that courts of chancery jurisdiction will not 
permit trusts to fail for want of trustees, the court appointed 
as trustees of the fund nine residents of Boston, to act with three 
ministers, one each of the oldest then Episcopalian, Congregational 
and Presbyterian churches of Boston. This board of twelve 
trustees and their respective successors is still in control of the 
fund. 


Note 7. 

Franklin directed that loans made from the funds should be 
upon interest at 5% per annum. No doubt 5% per annum was 
a very moderate rate of interest upon loans, in the undeveloped 
condition of the’ country in Franklin’s time. 

Note 8. 

Franklin directed that loans should be made to young married 
artificers under the age of twenty-five years. He realized that 
young men who had just learned a trade had no opportunity 
to save sufficient capital to establish a business or to establish a 
credit standing, so as to be able to borrow in usual channels for 
business purposes. He wished loans of the funds to be confined 
to young married men, no doubt believing, as he taught, that 
young married men were usually more settled in life and were 
more to be depended upon than if single. Franklin assumed that 
there would also be borrowers enough always to keep the fund at 
work. He did not look forward to a time, like the present, 
when the system of small trading businesses would be superseded 
by the vast manufacturing establishments of today in the various 
lines of today. Today there are practically no borrowers of the 
type provided for by Franklin, as the apprentice system has been 
almost abolished. Therefore, the trustees of the fund must make 
other investments to keep the fund at work. It appears from 
the report of the auditor of the city of Boston, as of January 31, 
1922, the fund is invested in policies of the Massachusetts 
Hospital Life Insurance Co. 


Norte 9. 

Franklin stipulated that loans from the fund should be limited 
to young men who have served an apprenticeship in Boston and 
faithfully fulfilled the duties required in their indentures. In 
his day, trades were taught through the apprentice system, under 
which boys were bound out by their parents or guardians to a 
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man of trade, to serve for little compensation until the apprentice 
became of age, the apprentices usually residing with their masters 
and being under their authority. Under apprenticeship indentures 
masters had authority to administer reasonable corporal punish- 
ment, if it seemed necessary. To learn the printing business, 
Franklin had been bound to an elder brother having a printing 
establishment. The brother seemed to have been severe with 
Franklin and at 17 years of age he ran away, arriving in 
Philadelphia. Franklin afterwards regretted leaving his brother. 
From Franklin’s codicil, it is noted that to the last he did not 
approve of violations of terms of apprenticeship indentures, and 
he did not want any man in default under such indenture to 
become a borrower from the fund. 


Note 10. 

In addition to the other requirements referred to, Franklin 
made it necessary for a borrower to earn for himself a good 
name, such that he could have two respectable citizens become 
his surety in a bond for the repayment of the amount borrowed 
and the interest to accrue thereon. The Morris banks of today 
make use of this principle, discerned by Franklin, that notes of 
reasonable amounts of honorable persons of small means, with 
one or two good co-makers of sureties, are safe for such banks 
and at the same time are a boon to the community wherein 
located. 

Note 11. 

In Franklin’s requirement that the obligations for loans from 
the fund be payable in Spanish milled dollars, or for the value 
thereof in current gold, he recognized the fact that this country 
had no silver coin of its own and it was necessary in the conduct 
of business to accept other money then in general use. The 
first silver coins of the United States were made October 15, 
1795. Our own money in time supplanted the Spanish milled 
dollars, as well as the English pounds sterling. From the terms 
of the codicil, it would appear that Franklin did not stop to 
consider that this country would have its own money system. 
Note 12. 

The loans were directed to be made in amounts the equivalent, 
on a gold-parity basis, of not to exceed $292, and not less than 
$72, to one person. Truly, business was conducted on a modest 
scale in Franklin’s day! 
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Norte 13. 

In order that the repayment of the principal borrowed might 
be made “more easy,” Franklin directed that the loans made by 
the fund should be made on a basis of repayment of one-tenth 
of the principal each year with the annual interest. It thus 
appears that he was familiar with the amortization plan of 
payment of loans, such as is now in use by our federal land 
banks, building associations and other loan agencies. 


Note 14. 

Franklin assumed that at the end of 100 years the fund of 
£1,000 would increase to £131,000 or from the equivalent of 
$4,866.55 to the equivalent of $637,518. Such would appear the 
result of a calculation by the aid of a four-place table of 
logarithms. By the aid of a five-place table of logarithms, the 
total would appear to be £131,500, which he might have rounded 
off to £131,000, so as to have an even amount. By the use of an 
eight-place table of logarithms, the amount found would be 
£131,501.21. Calculation made by the use of the eight-place 
table, to find rate of interest compounded annually required to 
increase £1,000 to £131,000 in 100 years, shows interest rate 
of decimal value of .04996, compounded annually. Thus Franklin 
unconsciously adopted, as the assumed rate of growth of the 
fund, a rate of interest of the decimal value of .04996 compounded 
annually, instead of a rate of the decimal value of .05000 
compounded annually. 


Note 15. 

At the end of the first 100 years the fund amounted to about 
$383,089, as found by calculation explained below. Franklin’s 
assumed amount of $637,518 exceeds $383,089 by more than 
66% of the latter amount, or by $254,429. Instead of increasing 
at a rate of interest of the decimal value of .049960 compounded 
annually, the actual growth of the fund for the first 100 years 
was at a rate of interest having decimal value of .044626 
compounded annually. The difference between the two rates of 
interest is the decimal value of .005334. 


Note 16. 

Franklin directed that 100-131sts of the fund should be paid 
to the city for public works, and the city was entitled to receive 
100-131sts of the $383,089, instead of $637,518. In other words, 
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the city was entitled to receive $292,434, instead of $486,655, as 
of May 2, 1891, that time being 100 years after the payment of 
the original amount to the select-men of the town of Boston. 
However, the fund was not divided until January 17, 1894. At that 
date, according to report of the auditor of the city of Boston, the 
fund amounted to total of $431,383.63. At that time there was 
paid to the city 100-131sts of $431,383.63, or the sum of 
$329,300.48. The latter thus represents the above amount of 
$292,434 and the increase thereof for two years, eight months, 
fifteen days. 
Note 17. 

Franklin directed that 31-151sts of the amount of the fund 
at the end of the first 100 years should continue in trust for a 
second period of 100 years. His estimate of the amount to be so 
set aside and continue in trust was the equivalent of $150,863. 
The amount actually set aside as of May 2, 1891, was the present 
worth at that date of the sum of $102,083.15, or the sum of 
$90,654. The latter amount was $60,209 less than Franklin’s 
estimate of $150,863, to be set aside and continued in trust. 


Norte 18. 

Franklin estimated that, at the end of the second period of 
100 years, the amount reserved at the end of the first 100 years 
would increase to the equivalent of $19,763,060. This estimate 
assumed that the second period would start with the equivalent 
of $150,863, and would earn interest at the net rate of 5% 
per annum, compounded annually. As the first distribution was 
not made at the end of the first period, but was delayed to January 
17, 1894, the end of the second period will be reached 97 years, 
3% months from January 17, 1894, or May 2, 1991. If the actual 
reserved amount of $102,083 above mentioned earn net interesi 
at the same rate as that which the fund earned during the first 
period of 102 years, 8 months, 15 days, then, from January 17, 
1894, the aforesaid reserved amount will accumulate for 97 years 
at compound interest and for 3% months at simple interest, to 
May 2, 1991, at an interest rate of the decimal value of .044626, 
compounded annually. If interest be compounded semi-annually, 
it will require an interest rate of the decimal value of .044100. 
On either the annual or semi-annual basis, at the respective rates 
mentioned, the fund at the end of the second period of 100 years 
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will increase to $7,151,154, instead of the amount of $19,763,060 
estimated by Franklin. The experience with the Franklin fund 
proves that the assumed increase, at the rate of 5% per annum, 
compounded annually, was much too high. At the present time, 
in calculating the reserves of life-insurance companies, the rate 
of increase assumed is at the rate of 344% per annum, compounded 
annually. The latter rate is conservative and has been justified 
by the experience of such companies. On the basis of 34% 
interest, compounded annually for 97 years and with simple 
interest at the same rate for 3% months, the aforesaid actual suin 
of $102,083 would increase to $2,871,890. The latter amount is 
$16,891,170 less than Franklin’s estimate. 


Note 19. 


Franklin directed the disposition of the fund at the end of 
the second period, hoping there would be paid to the town of 
Boston the equivalent of $5,163,409, and to the state of Massa- 
chusetts the equivalent of $14,599,650, together making the total 
of $19,763,060. On the above basis of actual experience with 
the fund for the first period of 100 years, the amount to be paid 
to the city of Boston at the end of the second period will be 
$1,865,738, being $3,297,671 less than Franklin estimated, and 
the amount to be paid the state of Massachusetts at the end of 
the second period will be $5,275,416, being $9,324,234 less than 
Franklin estimated. 


Note 20. 


Franklin expressed the desire that the fund should begin to 
operate within one year after his decease. He died April 17, 
1790. The amount was not paid to the authorities of Boston 
until one year, fifteen days, after his death, to-wit: May 2, 1791. 
Note 21. 

Franklin directed his executors within six months after his 
decease to pay the legacy to the authorities of Boston, so that 
those in charge of the fund could have his plan in operation by 
the end of twelve months. As above stated, payment was delayed 
until May 2, 1791. The periods of the trust will therefore count 
from the latter date. Strictly speaking, the trust became effective 
immediately upon his death, April 17, 1790, and the two periods 
should count from April 17, 1790, instead of May 2, 1791. 
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CONCLUSION 


As figures are not readily available to us as to the actual 
amount of trust fund on hand May 2, 1891, the end of the first 
period of 100 years, notice is taken of the actual amount on 
hand January 17, 1894, the time of the first distribution. To find 
the amount of the fund May 2, 1893, 102 full years after 
payment of legacy, it is assumed that for 8% months (from 
May 2, 1893, to January 17, 1894) the fund earned net interest 
at rate of decimal value of .045000. On that basis the present 
worth May 2, 1893, of the fund on hand January 17, 1894, was 
found to be $418,058. The next calculation necessary was to 
find the rate of growth of the fund of $4,866.55 to $418,058, in 
102 years; and this was found to be an interest rate of the decimal 
value of .044626, compounded annually. The final calculation, 
to determine the amount of the fund at the end of the first 100 
years, was to find the amount of sum of $4,866.55 at compound 
interest for 100 years at a rate of interest of decimal value of 
.044626, compounded annualiy; and the amount was found to 
be the sum of $383,089 used above in notes 15 and 16. 

The city of Boston purchased a lot for the erection thereon 
of a school building and the amount received by the city from 
the first distribution of the Franklin fund was expended in the 
erection of such building on the lot and for the equipment of the 
building. The building contains a large hall and many class 
rooms and is used by the institution known as the Franklin 
Union to instruct people working at trades to increase their know- 
ledge in their respective trade activities. In August, 1904, Mr. 
Andrew Carnegie promised to add to the then Franklin fund 
100% of the then amount thereof, and in December, 1905, he 
transferred and paid to the city of Boston $408,000 in bonds and 
about $400 in cash. The income from the enlarged fund, with 
income from the Franklin Union school, is used to pay the 
expenses of the school. For the year ended January 31, 1922, 
the income from the enlarged fund was more than $22,500, and 
the income of the school for tuition and rent of space let in 
its building amounted to $186,500. While Franklin’s original 
plan can no longer operate under present conditions, the facts 
stated above show that the fund he left to the city of Boston 
has served the community well and is very much worth while now. 
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EDITORIAL 

The Illinois Society of Certified Public 
Illinois Society Accountants has recently adopted a plan 
and Schools of evolved by the society’s committee on 
Accountancy education, whereby it is hoped that a 


closer relationship may be established 
between the society and schools of commerce in Illinois. It is 
hoped also that the plan will encourage and give recognition to 
meritorious work in schools of commerce, acquaint students 
in such schools with the opportunities which the profession has 
to offer, and that the members of the society and students, who 
at the end of the school year will be seeking employment, may 
come into contact with each other. In brief, the plan provides 
that schools of commerce in the state offering residence courses 
in accounting may be invited to codperate with the society in the 
choice of students in accounting who shall be granted a relation- 
ship with the society for one academic year and be known as 
“student associates.” Such invitation shall follow investigation 
and recommendation by the committee on education, sanction 
by the board of directors and approval by the society. The 
committee on education is directed to investigate the following 
points as indicative of the merit of a school: (1) Length of course, 
three years’ work in accounting being considered the minimum. 
(2)Amount and nature of home work required of the student. 
(3) Proportion of the faculty in the membership of the American 
Institute of Accountants or possessing C. P. A. or other degrees. 
(4) Proportion of time devoted by faculty members to academic 
work and to other interests. (5) Experience of faculty members 
in accounting practice. (6) Success achieved by the school in 
preparing students for C. P. A. examinations. 
The publication by a school of any statement intended to 
convey the impression that its participation in the plan implies 
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an endorsement of its courses or methods by the Illinois society 
shall constitute cause for the immediate discontinuance of such 
participation. Three student associates shall be chosen from eacli 
of the coéperating schools. The method of selection is carefully 
explained in the statement issued by the Illinois society. The 
student associates shall be chosen for a period of one year, and 
shall receive a certificate from the society attesting such affiliation. 
They shall have the privilege of attending meetings of the society, 
and each such associate shall be required to prepare a paper on 
some accounting subject in accordance with regulations to be 
formulated by the committee on education. The committee on 
education is charged with the duty of selecting the three papers 
which are of the highest merit. 


This plan of the Illinois society is one 

To Encouragethe _ that is more or less similar to a propo- 

Young Accountant sition recently under consideration by the 

American Institute for the creation of a 

class of membership to which young men and women having an 
honest intention to make accounting their profession may be 
eligible. The plan now proposed in Illinois is to be cordially 
commended, and it will probably lead to a much better feeling 
between accounting students and practising accountants than has 
always existed in the past. With the great number of accounting 
schools, most of which have large classes in accounting subjects, 
there is being produced each year a large body of graduate 
accountants, if this term may be used, who are seeking an entrance 
into the profession or into some non-professional employment in 
which their knowledge of accounting will be of use. Naturally 
many of these young men and women are not qualified for the 
exacting profession of accountancy. Only those who are the 
best of their classes and have as well certain innate qualifications 
can hope to achieve success in the public field. The employer 
is frequently confronted with a difficulty in selecting from a 
large number of applicants those who will be most likely to meet 
the demand which will be made upon them. By such a method 
as that proposed in Illinois and now being considered by the 
Institute a valuable assistance can be rendered to both employer 
and prospective employe. For example, the three students whose 
theses will be accepted by the Illinois committee on education 


28 








Editorial 








should be fairly well assured of a welcome in almost any 
accounting office. In fact, all the student associates will have 
a reasonable hope of finding their way into the profession without 
great difficulty. The Illinois society has always been one of the 
most active and constructive of state organizations, and the action 
recently taken in regard to student associates is only another 
illustration of wise policy and broad vision. 


The old question of breaking into the 

Breaking In profession is, however, still before us, 

and is likely to be so for all time. Scarcely 

a week goes by without communications reaching this magazine 

in which readers express earnest desire to enter accountancy and 

absolute lack of opportunity to do so. In the course of a typical 

but rather lengthy letter on the subject, the fo'lowing expressions 
occur: 

“The first and foremost question asked is, ‘How much experience 

have you?’ The fact is, in this work, I have none except the practice 

I had at school. That does not satisfy. How is a person to get 

experience if he is not given a chance? Is it possible that all our 

business men of today were practical men the day they left school? 

I have offered my services for small pay, even to work at night 

without compensation, but to no avail. I am willing to travel. There 

may be something lacking on my part, but I cannot find the cause. 

The only thing I find while being interviewed is the lack of experience. 

A beginner has to get his start some time. What is the graduate going 


to do? Give the ambitious a chance to prove himself and a trial to 
show his worth. Who knows what may be in some of us?” 


All this is quite true, and, as we have frequently stated in 
these pages, the conditions are disconcerting. There are probably 
hundreds of young men and women who would make admirable 
accountants, and it is undoubted that there is need for many more 
qualified practitioners than are now available. From the 
employers’ point of view, it is not cause for wonderment that 
inexperienced men are not in demand. It is true, however, that 
many of the larger firms and some of the smaller firms as well 
have lately adopted the plan of taking in a number of juniors 
to gain experience, in the hope of finding among the number a 
fair percentage of those who will be qualified for senior work. 
This, however, can provide for only a small proportion of the 
aspirants for professional careers in accountancy. The answer 
seems to be that accountancy, being a profession, must be regarded 
as are other professions, such as medicine, law, etc., and the young 
man or woman who desires to enter must be prepared to face a 
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long period of unremunerative struggle. The letter from which 
we have quoted apparently indicates confusion in the mind of the 
writer between profession and trade. Nowadays nearly every 
American is imbued with a desire to start work at a point several 
steps up the ladder. No one seems to care to start at the bottom 
and climb all the way. As a result of this general desire we are 
blessed with an enormous number of only partly qualified tradesmen 
and artisans. Imperfection of training and preparation for a 
professional career is more serious than such inefficiency would 
be in a business or trade. Consequently, those who have the 
direction of a profession in charge dare not depart from the 
highest standards and must insist upon fair and comprehensive 
preparation before entrusting responsible work to employes. As 
we have said at other times, there is, however, much weight in 
the complaints made by those who seek admission to the profession. 
Frankly, we have not been able to discover any altogether satis- 
factory solution of the problem. Accountancy wants more men. 
Many men wish to enter accountancy. And yet the difficulties in the 
way of reconciling these wants are in many cases almost 
insuperable. 


Long and rather tedious proceedings in 

Injunction Against _ the suit of the United States against the 
National Association National Association of Certified Public 
of Certified Public | Accountants have been brought to an end 
Accountants by the decision of the court of appeals 

of the District of Columbia affirming the 

contention of the United States. The effect of this decision is 
to render the injunction permanent. Nearly all who are interested 
in accounting in the United States are to some extent familiar with 
the activities which led the government to institute a suit for 
injunction against the National Association of Certified Public 
Accountants for the prevention of the issuance of certificates which 
purport to entitle the holders to describe themselves as certified 
public accountants. If the association, a private corporation, had 
been held to have the right to issue such certificates, a serious 
injury would have been done to all holders of certified public 
accountant certificates properly issued by state boards. From the 
time when this movement began the Institute has been active in 
opposition to it because of the possibility of injury to the entire 
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profession and it is eminently gratifying to be able to announce 
that the injunction obtained in the supreme court of the District 
must now stand. A word of hearty commendation should be 
given to Assistant United States Attorney Vernon E. West, who 
has worked effectively in the prevention and in the removal of a 
serious menace, 


One of the accountants in New England, 

Upon Searching who has long made it a practice to inves- 

the Record tigate with great thoroughness the records 

of persons applying to him for employ- 

ment has written to us a letter, part of which we believe will be 

of general interest to the profession. We have pleasure in 

presenting this letter from Clinton H. Scovell to our readers for 

their joy and edification. If all members of the profession 

exercised such rigid scrutiny of the records of applicants, it 
would doubtless make for the welfare of all. 


“It has been our custom to make a very thorough-going investiga- 
tion of the records of all candidates for our organization, or for 
positions with our clients regarding which we have been consulted. In 
making these investigations we have frequently had some amusing 
experiences, not only such common-place matters as men claiming 
employment of greater length or greater importance at a given place, 
or for a greater salary than they had actually enjoyed, but also men 
claiming education at colleges which they had never attended and 
various other misrepresentations more or less of that character. We 
have recently had an experience, however, which so far outranks 
everything else, that it seems worth recording for the benefit of the 
accountancy profession. This particularly artistic liar first came to 
our attention by answering an advertisement in August, 1918, at which 
time he filled out one of our personal record blanks and had an inter- 
view with one of the partners of our firm, which served chiefly to 
make it certain that we did not want him in our organization. In 
1920 and again in 1921 the man wrote to us answering advertisements 
which we placed on behalf of clients, but at no time did he come near 
securing a position with us or through us. For some unknown reason 
the correspondence in 1921 failed to be matched, as it should have 
been, with the earlier correspondence, and we accordingly secured a 
second personal record blank. When this same applicant answered a 
recent advertisement of our firm his letter was matched up with all 
the previous correspondence, including both personal record blanks, 
and comparing these two formal records we get the following interest- 
ing contrast: 

“In August, 1918, the candidate said he was four feet ten inches 
tall and weighed 140 pounds. At that time he recorded the date of 
his birth as March, 1891. In the record blank of July, 1921, he said 
he was five feet two inches tall, weighed 155 pounds, and recorded the 
date of his birth as March, 1886. In the earlier personal record he 
answered the question ‘Explain fully any defects you may have in 
sight, hearing, speech, or limb’ with the explanation that he wore 
glasses, and then he mentioned another rather serious deformity, which 
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he neglected entirely in the record blank of July, 1921. In August, 
1918, he took credit for having attended high school from the age of 14 
to the age of 18, but in the record blank of 1921 the school dates were 
both pushed back four years earlier; and while he disclaimed any 
college education in the first place he took credit in the second record 
blank for two years’ collegiate training and successful work with the 
Walton School, both unmentioned in the record of 1918. The incon- 
sistency continued in his record of employment. In the first instance 
he recorded five employers consecutively from 1910 to 1918, and in 
the second record he recorded five employers in the same _ period, 
only two of whom are matched with the first five, and the dates were 
entirely different in both cases. 

“I have taken the trouble to write up this somewhat amusing 
story for the benefit of the profession as some evidence that an 
employment record even when formally submitted requires a most 
painstaking investigation, and indicating that such an investigation 
when made will frequently produce some surprising results.”’ 


Here and there throughout the profession 
The Spread of are members who honestly feel that the 
Ethics code of ethics laid down by the Institute 
is unnecessarily severe. Some members 
and practitioners feel that there should be no written code, but 
that the question of what is right and wrong should be left to the 
individual good taste and honesty of the accountant. There are, 
of course, others to whom the word “ethics” is anathema, for 
reasons which it is probably unnecessary to discuss. The opposi- 
tion which the establishment of ethical codes has met and will 
probably continue to meet is, we believe, more individual than 
general. Society after society is falling into line, and the great 
majority of reputable practitioners will be found in the ranks of 
those observing the rules of conduct approved by the national 
organization. The argument has frequently been adduced that in 
some sections of the country it is necessary to be unethical in 
order to survive. This is supposed to be particularly true in the 
more recently settled parts of the country. In view of this 
argument it is interesting to know that the Oklahoma Society of 
Certified Public Accountants has under consideration an addition 
to its by-laws prohibiting: 
“advertising by any member of this society in any manner whatsoever ; 
solicitation of engagements in any manner whatsoever unless warranted 
by previous business or personal relations with the persons addressed, 
this to include specifically any solicitations by persons representing any 
member of this society.” 
This rule is commended to the consideration of anyone who 
feels that ethics should apply only in certain restricted localities. 
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Everything which tends to bring about a 
Interstate greater spirit of harmony and coéperation 
Reciprocity between the state boards of accountancy 
is to be encouraged, and all those who 
have the interest of the profession at heart will welcome every 
development which brings nearer the time of uniformity. Of 
course, the most noteworthy accomplishment of this kind has 
been the establishment of what is practically a standard examina- 
tion prepared by the American Institute of Accountants and used 
by the majority of states. Some states, however, still feel that 
the requirements limit thefr administration of the law so that 
uniformity cannot be adopted by them. In such cases the next 
best step is toward reciprocity. Reciprocity is always somewhat 
difficult unless there is a full recognition of the equal merits of 
each by others. For example, two states in order to codperate 
fully must agree that their standards are equal. But in the 
absence of such agreement it is sometimes possible to accord 
recognition to certificates issued by other states. For example, 
New York is at present indicating its willingness to recognize 
certificates of other states issued under conditions similar to those 
required in New York. Compared with the conditions which 
existed only a few years ago, the relationships of state boards 
to each other have so greatly improved that it may not be entirely 
ideal to look forward to a time when all states will codperate in 
a general and uniform plan of examination. Meantime, we 
congratulate all concerned on every advance movement. 


Regional meetings of the American Insti- 

A New Scheme of tute of Accountants are held at various 
Meeting points in the United States and are almost 
always productive of benefit to those who 

attend. Where all are good it may be invidious to single out any 
one for special consideration, but everyone who attended the recent 
meeting in St. Paul, Minnesota, will doubtless agree that it was 
one of the most successful and in some ways quite the most note- 
worthy in the history of this kind of meeting. The committee in 
charge of arrangements departed entirely from the usual plan of 
such meetings and did not provide any set, paper or speech. Prior 
to the meeting a ballot was sent out to all those likely to attend, 
asking them to express their preference in regard to a long list 
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of subjects offered for discussion. Those casting ballots were 
asked to indicate the subjects in which they would feel the most 
interest. Upon receipt of this ballot the committee arranged the 
subjects in order of preference and separated them into several 
groups so that there might be concurrent meetings dealing with 
more or less arbitrarily grouped subjects. The list of suggested 
topics was rather longer than may have been necessary, but as a 
result of this preliminary work those who attended the meetings 
were given opportunities to enter into informal and instructive 
debate upon subjects near and dear to their hearts. The evident 
success of this plan will doubtless lead to its adoption in whole or 
in part at subsequent regional meetings. As proof of the 
acceptability of this form of meeting, it may be noted that, although 
the weather during the meetings was delightful and invitations to 
the various golf courses were cordially offered, the meeting was 
well attended from beginning to end. 


Just when accountants were congratu- 

Tennessee Slips lating themselves that no serious damage 

had been done to state C. P. A. laws 

during the legislative season of 1922-1923, Tennessee came along 

and spoiled the procession. A new enactment provides that there 

shall be added after section 3 of the certified public accountant 
law a provision which reads as follows: 


“Provided, that the board shall, upon application in writing to 
the board for such certificate, waive the examination of any person 
possessing the qualifications stated in section 2 of this act, who has 
for five years next prior to the passage of this amending act been a 
citizen of the state of Tennessee and has for at least three years of 
such five years prior been engaged in auditing or accounting work for 
or in any department, branch or bureau of the state of Tennessee or 
of the United States of America; provided, such application is accom- 
panied by affidavits or certificates of such employment for or in any 
such department, branch or bureau of said state or of said United 
States, or other proof showing such employment; or provided that 
such proof of such employment is presented to said board in person 
or by oral testimony by such applicant; and further provided, that 
nothing herein shall bar any such applicant who has been so employed 
for a period of three years but resigned voluntarily from such 
employment to become engaged in auditing or accounting work on his 
own account.” 


Then follow the usual provisions that any portions of the 
former act in conflict ‘with the provision of this amendment 
shall be repealed and that the act shall take effect immediately 


after its passage. 
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Accountants in Tennessee are much distressed at the action 
of the legislature and vigorous protests have been made. It is 
hoped that the pernicious effect of this new legislation can be 
prevented, and the welfare of the profession protected. The 
incident serves to indicate, if indication be mnecesssary, that 
constant vigilance is the price of protection for the profession. 
Our friends in Tennessee must have been asleep at the switch. 


During the past winter THE JOURNAL OF 
The Journal’s AccouNTANCY has been produced under 
New Home some difficulty because of the changes 
which were being made in the Institute’s 
building at 135 Cedar street, New York. The addition of two 
stories and various other improvements interfered greatly with 
the even tenor of the JouRNAL’s way. At times it was almost 
impossible to enter or leave the building without conflict with 
paint or painter, brick or bricklayer. Now the work is practically 
finished, and all readers of THE JOURNAL are assured that they 
will be cordially welcome in both business and editorial offices. 
Accident insurance is no longer necessary. 
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Income-tax Department 
EpIteD BY STEPHEN G. Rusk 


Judge Rogers of the circuit court of appeals rendered a decision in 
the case of the Lincoln Chemical Company v. William H. Edwards, 
Collector, that deals with a rather ancient subject, viz.: the question of 
whether or not the said company should be taxed as a corporation, the 
capital of which was only nominal and not an income-producing factor. 
This decision has some interesting features and is worthy of study. Here 
is a corporation, the original major asset of which was a secret process 
that had spent some nineteen thousand dollars of borrowed money plus 
money of its own in the development and improvement of the process. 
These expenditures were undoubtedly made in financing the personal expen- 
ditures of the inventor during the several years it took to perfect the 
process in order to make it a success commercially. After a number of 
years the process became of value and earned considerable sums of money 
for its owners, by which the latter were enabled to pay off the company’s 
debts and to accumulate a snug surplus after paying liberal salaries. These 
earnings it appears resulted from royalties paid the corporation by a 
licensee who produced a commercial product through its use of the process. 

It would seem that a taxpayer of this kind would be taxable under 
section 209 of the excess-profits-tax law of 1917, but after thoughtful 
consideration of the matter the court holds otherwise. It holds that: 

“Where the earnings of a corporation have been spent in improving 
a secret chemical process * * * the improvements constitute sur- 
plus to the extent of their value, and the corporation has an invested 
capital in the amount expended. This is also true where the improve- 
ment was originally paid for in borrowed money and where subsequent 
earnings were sufficiently large to repay the borrowed money and 
create a surplus.” 

The last four words of the quoted language seem to indicate a slight 
confusion in the court’s reasoning, as the particular corporation would 
have accumulated a surplus as soon as it was enabled to accumulate any 
earnings, if the expenditures on secret process created an asset, as the 
court holds it did. 

The court also holds that 

“A corporation having cash estimated between $7,367.64 and $11,017.83, 

and a secret process at the beginning of the year 1917, is not a cor- 

poration having no invested capital or not more than a nominal 

capital within the meaning of section 209.” 

This seems to be a pretty broad statement for a court to make, and cannot 
be accepted as conclusive in all cases. 


TREASURY RULINGS 
(T. D. 3458—April 4, 1923) 
Excess profits tax—Revenue act of 1917—Decision of court. 
1. Investep Capitat—Section 207—Earnep Surptus EXPENDED IN Im- 
PROVING INTANGIBLE ASSET. 


Where the earnings of a corporation have been spent in improving a 
secret chemical process (admitted to be an intangible asset used in the 
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business), the improvements constitute surplus to the extent of their value, 
and the corporation has an invested capital in the amount expended. This 
is also true in a case where the improvement was originally paid for with 
borrowed money, and where subsequent earnings were sufficiently large to 
repay the borrowed money and create a surplus. 


2. INVESTED CAPITAL—SECTION 209. 
Where a corporation has some invested capital, it is not entitled to 
assessment under section 209 of the revenue act of 1917. 


3. Nomina CapitaL—Section 209. 

A corporation having cash estimated ica $7,367.64 and $11,017.83 
and a secret process, at the beginning of the year 1917, is not “a corpora- 
tion having no invested capital or not more than a nominal capital,’ 
within the meaning of section 209. 


4. Statutory CONSTRUCTION. 

The construction given an act of congress by a department of the 
government is entitled to great consideration when the meaning of a 
statute is doubtful, and is entitled to particular consideration where the 
construction had been favorable to the persons affected. 


5. DECISION AFFIRMED. 
Decision of the United States district court (272 Fed. 142, T. D. 3183) 


affirmed. 


The following decision of the United States circuit court of appeals 
for the second circuit in the case of Lincoln Chemical Co. v. Edwards, 
collector, affirming the United States district court for the southern district 
of New York (272 Fed. 142), is published for the information of internal- 
revenue officers and others concerned. 


Unitep States Crrcurr Court oF APPEALS, SECOND CIRCUIT. 


Lincoln Chemical Co., plaintiff in error (plaintiff below), v. William H. 
Edwards, as collector of internal revenue of the United States for the 
second district of New York, defendant in error (defendant below). 


Writ of error to the district court of the United States for the southern 
district of New York. 
[February 5, 1923] 


Rocers, circuit judge: This action was brought by a New York cor- 
poration against the collector of internal revenue in the second district of 
New York to recover the sum of $6,434.35 additional income and excess- 
profits tax assessed by the commissioner of internal revenue for the fiscal 
year ending December 31, 1917, which was paid under protest on April 9, 
1919. It is alleged that the payment was made under compulsion and in 
order to avoid the restraint and sale of plaintiff's property and other legal 
proceedings. And it appears that on May 2, 1919, the plaintiff filed a claim 
for refund, and that although six months had elapsed since the filing of 
the claim for a refund no action had been taken by the commissioner. 

The case was tried before a jury of one. At the conclusion of the 
testimony each side moved for a direction of a verdict. The court, after 
taking time for deliberation, filed an opinion stating that the plaintiff had 
not proved its case and directed a verdict for the defendant, dismissing 
the complaint upon the merits. 

The plaintiff, in filing its return for 1917, calculated its capital upon 
the basis of section 209 of the act of October 3, 1917. That section pro- 
vides as follows: 

That in the case of a trade or business having no invested capital or 
not more than a nominal capital there shall be levied, assessed, collected, 
and paid, in addition to the taxes under existing law and under this act, 
in lieu of the tax imposed by section two hundred and one, a tax equivalent 
to eight per centum of the net income of such trade or business in excess 
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of the following deductions: In the case of a domestic corporation $3,000, 
and in the case of a domestic partnership or a citizen or resident of the 
United States $6,000; in the case of all other trades or business, no 
deduction. (U. S. Stat. L., vol. 40, pt. I, p. 307.) 

That section applies to a trade or business “having no invested capital 
or not more than a nominal capital.’’ If the plaintiff in 1917 had no 
invested capital or not more than a nominal capital its income-tax return 
plainly was to be assessed, as the plaintiff claims, in accordance with 
section 209. 

The commissioner of internal revenue, however, denied the claim that 
the assessment could be made under section 209, and imposed an addi- 
tional assessment in the amount hereinbefore mentioned of $6,434.35. This 
he did under section 210 of the act, which may be found in the margin.’ 

In thus proceeding the commissioner overruled the plaintiff's conten- 
tion that it had no invested capital, or not more than a nominal capital, 
and held that the case was one in which the officials were unable satis- 
factorily to determine the invested capital and so came within the provisions 
of section 210, and article 52 of regulations No. 41, which provide in such 
exceptional cases for assessment based on a comparison with representative 
concerns engaged in a like or similar business. 

In determining whether the plaintiff’s claim is correct it is necessary 
to examine into the facts to ascertain what basis there is for the claim that 
the plaintiff was in 1917 a corporation without an invested capital, or no 
more than a nominal capital. 

The plaintiff is conceded to be a corporation having an authorized 
capital stock of $10,000, all of which is issued and outstanding. At the 
beginning of the year 1917 its only assets appear to have been cash variously 
estimated at $7,367.64, and $11,017.83, together with a secret process for 
extracting the obromine, a valuable drug, from cocoa shells. 

The process referred to had been acquired by the corporation in 1909, 
at the time of its organization, by the issue of $2,400 par value of its 
capital stock to one Robert Riddle. The balance. of the stock, $7,600 par 
value, had been issued at the same time to Herman A. Loeb, in exchange 
for plant, machinery, raw materials, etc., and $200 in cash. Riddle and Loeb 
thus acquired all the stock and were the only persons who were financially 
interested in the company. Riddle was an inventor and before the incor- 
poration took place came to Loeb with a process for extracting cocoa 
butter out of cocoa shells. The process having been shown to be worthless 
Riddle suggested to Loeb the possibility of converting the process into 
one from which there might be extracted from cocoa shells a substance 
known as theobromine, a chemical substance allied to caffeine. Loeb 
continued to advance money to Riddle to aid him in further experiments, 
until he became afraid that he was getting too deeply involved, and he 
determined to form a corporation to carry on the work. Thereupon they 
formed the corporation—Riddle transferring to it the process and agreeing 
to work for the company for five years at a salary of $1,800. The stock of 
the company was issued to Riddle and Loeb in the amounts and for the 
reasons already stated. 

It appears that in the years 1909 and 1910 the company borrowed 
$19,716.84, of which amount $19,314.07 was obtained from Loeb and his 
relations. This money was borrowed by the corporation and expended by 


1 Sec. 210. That if the secretary of the treasury is unable in any case satisfactorily 
to determine the invested capital, the amount of the deduction shall be the sum of 
(1) an amount equal to the same proportion of the net income of the trade or 
business received during the taxable year as the proportion which the average 
deduction (determined in the same manner as provided in section 203, without 
including the $3,000 or $6,000 therein referred to) for the same calendar year of 
representative corporations, partnerships, and individuals, engaged in a like or similar 
trade or business, bears to the total net income of the trade or business received by 
such corporations, partnerships, and individuals, plus (2) in the case of a domestic 
corporation $3,000, and in the case of a domestic partnership or a citizen or resident 
of the United States $6,000. 
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it in the improvement of the process. And by April, 1910, the process was 
successfully worked out. But the corporation was unable to secure the 
means to carry on the work, and it resulted that it sold its machinery and 
stock on hand for $1,563.49, and entered into a license agreement with 
the Schaefer Alkaloid Works, of Maywood, N. J., under which agreement 
the licensee was to use the process, paying the corporation a royalty for 
the privilege. This agreement was later replaced by a second agreement 
dated June 20, 1912, under which the licensee agreed to pay the corporation 
a fixed royalty of $2,000 a year for the use of the process, and to sell to 
the corporation such quantities of theobromine as it might order at a price 
not to exceed $2.50 per pound. During the great war the price of theo- 
bromine rose and the affairs of the plaintiff corporation prospered. It 
was in a short time able not only to pay the interest on its indebtedness, 
but from time to time it made payments on account of the principal. And 
by January 1, 1917, all of the money borrowed had been repaid out of the 
earnings of the company. Throughout that year the corporation paid its 
officers liberal salaries and earned a net income of $26,850.12, all of 
which, with the exception of $45.18 interest, was derived from the process 
and the contract with the Schaefer Alkaloid Works. On January 1, 1917, 
the company, having all its debts paid, had a surplus of $13,000 after 
writing off a depreciation of $7,700. During the year 1917 its assets con- 
sisted of the secret process, its contract with the Schaefer Alkaloid Works, 
and its cash on hand. 

The case depends upon the meaning of the phrase “invested capital” 
and “nominal capital” as used in section 209 of the act. What is to be 
deemed “invested capital” is set forth in section 207, both sections being 
under title 2 of the act. The pertinent part of section 207 may be found 
in the margin.” 

Section 207 of the act received the consideration of the supreme court 
in La Belle Iron Works v. United States (256 U. S. 377). Mr. Justice 
Pitney, writing for the court in that case, said: 


The word “invested” in itself imports a restrictive qualification. When 
speaking of the capital of a business corporation or partnership, such as 
the act deals with, “to invest” imports a laying out of money, or money’s 
worth, either by an individual in acquiring an interest in the concern with 
a view to obtaining income or profit from the conduct of its business, or 
by the concern itself in acquiring something of permanent use in the 
business; in either case involving a conversion of wealth from one form 
into another suitable for employment in the making of the hoped-for 





2 Sec. 207. That as used in this title, the term “invested capital” for any year 
means the average invested capital for the year, as defined and limited in this title, 
averaged monthly. 

As used in this title “invested capital’ does not include stocks, bonds (other 
than obligations of the United States), or other assets, the income from which is 
not subject to the tax imposed by this title nor money or other property borrowed, 
and means, subject to the above limitations: 

(a) In the case of corporation * * *: (1) Actual cash paid in; (2) the actual 
cash value of tangible property paid in other than cash, for stock, or shares in such 
corporation * * * at the time of such payment, but in case such tangible prop- 
erty_ was paid in prior to January 1, 1914, the actual cash value of such property as 
of January 1, 1914, but in no case to exceed the par value of the original stock or 
shares specifically issued therefor and (3) paid in or earned surplus and undivided 
profits used or employed in the business, exclusive of undivided profits earned durin 
the taxable year: Provided, That * * * (b) * * * intangible property shall 
be included as invested capital if the corporation * * * made payment bona 
fide therefor specifically as such in cash or tangible property, the value of such 
* * * intangible property, not to exceed the actual cash or actual cash value 
of the tangible property, paid therefor at the time of such payment; but * * * 
intangible property, bona fide purchased, prior to March 8, 1917, * * * for and 
with shares in the capital stock of a corporation (issued prior to March 8, 1917), in 
an amount not to exceed, on March 8, 1917, 20 per centum of the total * * * 
shares of the capital stock of the corporation, shall be included in invested capital 
at a value not to exceed the actual cash value at the time of such purchase, and in 
case of issue of stock therefor not to exceed the par value of such stock; * * *, 
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gains. (See Webster's New Internat. Dict., “invest” 8; Century Dict., 
“invest” 7; Standard Dict., “invest” 1.) 

In order to adhere to this restricted meaning and avoid exaggerated 
valuations, the draftsman of the act resorted to the test of including 
nothing but money, or money’s worth, actually contributed or converted in 
exchange for shares of the capital stock, or actually acquired through the 
business activities of the corporation or partnership (involving again a 
conversion) and coming in ab extra, by way of increase over the original 
capital stock. 

The construction given to an act of congress, by a department of the 
government charged with the execution, is not controlling upon the courts 
as the department is not authorized to exercise the judicial function, but 
it is entitled to great consideration when the meaning of a statute is 
doubtful—United States v. Hermanos y Compania (209 U. S. 337, 339); 
United States v. Healey (160 U. S. 136); Robertson v. Downing (127 
U. S. 607). And the consideration given to such construction is par- 
ticularly weighty in the case of statutes levying impositions where the 
construction had been favorable to the persons affected —State v. Orleans 
Parish Bd. of Assessors (52 La. Ann. 223); Attorney General v. Newbern 
(21 N. C. 216). 

The regulations of. the commissioner of internal revenue No. 45, 
article 840, shows the understanding of the department that amounts 
expended for improvements in tangible property, such as plant, equipment, 
and the like are to be added to the surplus account if such assets are in 
active use by the corporation. Article 841 shows that expenses in the 
development of intangible property are to be added to surplus account 
unless the taxpayer has seen fit to charge such expenditures to current 
expenses. See article 842 of the same regulations. 

And in the recommendations of the committee on appeals and review 
No. 115 (unreported) it was held that a manufacturing company which 
spent $2,400,000 of its current earnings before 1909 in the development of 
a trade name, and charged this amount to capital account, was entitled to 
include this amount in its invested capital under the excess-profits tax law. 

So also in recommendation of the committee on appea!s and review 
No. 134 (Digest of Income Tax Rulings No. 19, p. 440; Cumulative 
Bulletin 5-1719), the committee stated that it was— 
of the opinion that a corporation should be allowed as invested capital for 
the taxable year 1917 the full amount expended by it in cash and capital- 
ized prior to 1909, as a part of the cost of developing certain intangible 
assets, which it had acquired for stock and cash. 

It must be admitted that if the corporation can show that on January 
1, 1917, it had no “invested capital” or not more than a “nominal capital” 
within the meaning of section 209 it was entitled to be assessed under 
that section. We think it clearly appears that at the time above mentioned 
the company had some invested capital and therefore was not entitled to 
be assessed under the section referred to. 

When the plaintiff was incorporated in 1909 it had an authorized capital 
stock of $10,000, all of which it issued. This stock, as already shown, 
was issued for $200 in cash and the remainder for property. The property 
it received was the secret process for which it paid in stock $2,400 in par 
value, and machinery and supplies for which it paid in stock $7,400 in par 
value. Its capital at that time consisted of tangible and intangible property. 
Its intangible property consisted of the secret process. But all the invested 
capital in the form of cash and tangible property paid in for stock had 
disappeared by 1917. Its only assets in 1917 were the secret process and 
the cash it had on hand, which is variously estimated at $7,367.64 and 
$11,017.83. The company, however, had expended prior to 1917, to improve 
its process, $19,314.01. This it did by a moneys which it repaid 
out of its earnings in the years 1914, 1915, and 1916. There is no evidence 
in the record that those expenditures were ever treated as a current 
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expense. The money usd in improving the process is not found in its 
surplus, but the company still has the improvements ard the improvements 
constitute surplus to the extent of their value, and as these expenditures 
were made to improve the process which the company used in its business, 
it has an invested capital in the amount expended. 

The case is not unlike, in principle, that of a company which finds it 
necessary to enlarge or improve its plant. If it is without the necessary 
capital to make the improvement it borrows the money and repays it out 
of its earnings. In so doing its earnings so paid have disappeared from 
its surplus, but the improvements made to the plant take the place of the 
surplus expended and constitute a part of the invested capital. 

That the prosperity of the company, according to its own opinion, was 
built upon the process and the improvements made therein appears from 
a resolution adopted by its directors on ——- 9, 1917, in which they 
refer to the services given by Riddle and b “to the development of the 
process owned by this company, to which process this company owes its 
present prosperity.” 

And it is not without interest that in the income-tax return, which the 
company made in 1916, it declared that the fair market value of the process 
was $19,716.84 and claimed a deduction for depreciation for all years to 
date of $7,761.42. This left the value of the process at the beginning of 
the year 1917 at about $12,000. 

The contention of the appellant corporation is ‘hat in the year 1917 
the taxes due from it were to be computed under section 209 inasmuch as 
while the corporation originally had invested capital in the form of cash 
and tangible property paid in for stock, this had all disappeared prior to 
that year and therefore could not be included in invested capital at that 
time. It claims that its only assets then were the secret process and cash 
representing profits of the previous year. As to the process it was not 
improved but was incomplete at the time of its acquisition when it had 
only a nominal cash value. And reliance is placed on section 208 3 (b) 
which declares that intangible property bona fide purchased prior to March 
3, 1917, with shares in the capital stock in an amount not to exceed 20 per 
cent. of the total shares of the capital stock, “shall be included in invested 
capital at a value not to exceed the actual cash value at the time of such 
purchase, and in case of issue of stock therefor not to exceed the par 
value of such stock.” 

The fallacy of the argument is in the assumption that the limitation 
placed by section 207 upon the amount at which intangible property paid 
in for stock may be included in invested capital applies merely to the 
original investment for the stock and that subsequent improvements of 
such assets are to be disregarded. 

The case of La Belle Iron Works v. United States, supra, holds that 
under section 207 appreciated valuations of assts above costs are not to 
be included in “invested capital.” That phrase can not be applied to any 
appreciation in values which is not in substance and effect a new acquisition 
of capital property by the company. “Invested capital” is based upon 
actual costs and does not embrace appreciations in value due to the 
“unearned increment.” In the La Belle Iron Works case ore lands orig- 
inally acquired by the corporation for $190,000 were proved by extensive 
explorations and developments to have a cash value of $10,105,400. The 
court, referring to this said it assumed that the cost of the exploration and 
development work might be regarded as earned surplus. The court said: 

It is said that the admitted increase in the value of appellant’s ore 
lands is properly to be characterized as earned surplus, because it was the 
result of extensive exploration and development work. We assume that 
a proper sum, not exceeding the cost of the work, might have been added 
to earned surplus on that account; but none such was stated in appellant’s 
petition, nor, so far as appears, in its return of income. In the aienas of 
such a showing it was not improper to attribute the entire $9,915,400, 
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added to the book value of the ore property in the year 1912, to a mere 
appreciation in the ‘value of the property; in short, to what is commonly 
known as the “unearned increment,” not properly “earned surplus” within 
the meaning of the statute. 

But in 1917 the process was not the only asset which the plaintiff 
possessed. It also had on hand cash which it had acquired solely through 
the accumulation of earnings. Whether it amounted to $11,017.83, as 
claimed, or only $7,367.64 is not material so far as the question now pre- 
sented is concerned. In any event its surplus was substantial and can not 
be considered as merely nominal. 

The contract which the plaintiff has with the Schaefer Alkaloid Works 
and under which the plaintiff is entitled to receive a minimum royalty of 
$2,000 a year with the right to call yearly for at least 3,000 pounds of 
theobromine at $2.50 a pound and which had 10 years longer to run need 
not be considered at this time. It manifestly can not help the plaintiff's 
case. 

As the plaintiff was not engaged in business “having no invested cap- 
ital, or not more than a nominal capital,’”’ its contention that it was entitled 
to be assessed under section 209 and not under section 210 is without merit 
and is denied. 

Judgment affirmed. 

(T. D. 3462—April 10, 1923) 
Limitation upon refunds—Regulations No. 62 amended. 

In order to give effect to the amendments of section 252 of the 
revenue act of 1921, made by an act approved March 4, 1923 (Public, 
No. 527), effective as of the date of its passage, regulations No. 62 is 
amended, effective March 4, 1923, by adding after article 1038 a new 
article to read as follows: 

Art. 1039. Limitation upon refunds—Until March 4, 1923 a claim 
for refund or credit of an amount of income, war-profits or excess-profits 
taxes erroneously or illegally collected could be allowed after five years from 
the date when the return was due, even though such claim was not filed 
by the taxpayer until after the expiration of the five years, if such claim 
was presented to the commissioner of internal revenue within four years 
next after payment of the tax. After March 4, 1923, the effective date 
of the amendments to section 252 contained in Public, No. 527, a claim 
for credit or refund may be allowed or made after five years from the 
date when the return was due only in those cases where before the expira- 
tion of such five years a claim therefor is filed by the taxpayer, or where 
before the expiration of two years from the time the tax was paid a claim 
therefor is filed by the taxpayer. In those cases, however, where the 
taxpayer has, within five years from the time the return for the taxable 
year 1917 was due, filed a waiver of his right to have the tax due for such 
taxable year determined and assessed within five years after the return 
was filed, a claim for credit or refund of the excessive tax paid for the 
year 1917 may be allowed or made after five years from the date when 
the return was due if claim therefor is filed either within six years from 
the time the return for the taxable year 1917 was due or within two years 
from the time the tax was paid. 

Where a tax has been paid by a withholding agent in excess of that 
properly due the refund or credit of such excess amount shall be made to 
the withholding agent, unless the amount of such tax was actually with- 
held by the withholding agent. The provisions of this paragraph shall 
be applied uniformly to cases arising under the act of October 3, 1913, 
and the revenue acts of 1916, 1917, and 1918, as well as the revenue act 


of 1921. 
(T. D. 3463) 
Limitation upon suits—Article 1050 of Regulations No. 62 amended. 
In order to give effect to the amendments of section 3226 of the 
Revised Statutes, made by an act approved March 4, 1923 (Public, 
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No. 527), effective as of the date of its passage, article 1050 of regula- 
tions No. 62 is amended, effective March 4, 1923, to read as follows: 


Art. 1050. Suits for recovery of taxes erroneously collected—Under 
the provisions of section 1318 of the revenue act of 1921, as amended by 
an act approved March 4, 1923, suit for the recovery of taxes or penalties 
can not be maintained until a claim for refund or credit has been duly 
field with the commissioner and six months have elapsed from the date 
of filing such claim, unless the commissioner renders a decision within 
six months, in which case suit may be brought upon the rendition of the 
decision. Suit can not be brought after the expiration of five years from 
the date of the payment of a tax, penalty, or other sum unless such suit 
or proceeding is begun within two years after the disallowance of the part 
of such claim to which such suit or proceeding relates. The statute requires 
that the commissioner shall notify the taxpayer by mail of the disallowance 
of a claim for refund or credit within 90 days after such disallowance. 
This section does not affect any suit or proceeding instituted prior to the 
passage of the revenue act of 1921. Section 1319 repeals section 3227 of 
the Revised Statutes, which limited the bringing of suit to two years next 
after the cause of action accrued. Under section 3227, which applies to 
suits instituted prior to the passage of the revenue act of 1921, the cause 
of action accrued upon an unfavorable decision by the commissioner, or 
at the expiration of six months after an appeal without action thereon by 
the commissioner. No suit for the purpose of restraining the assessment 
or collection of any taxes shali be maintained in any court. “Restraining” 
is used in its broad, popular sense of hindering or impeding, as well as 
prohibiting or staying and the provision is not limited in its application to 
suits for injunctive relief. The prohibition of such suits cannot be waived 
by any officer of the government. See sections 3224, 3225 (as amended by the 
revenue act of 1918) and 3226 (as amended by the revenue act of 1921) 
of the Revised Statutes. Under section 1320 no suit or proceeding for the 
collection of any internal-revenue tax shall be begun after the expiration 
of five years from the time such tax was due, except in case of fraud with 
intent to evade tax, or wilful attempt in any manner to defeat or evade 
tax. This section does not apply to suits or proceedings begun at the time 
of the passage of the revenue act of 1921, or to suits or proceedings for 
the collection of taxes under section 250 of the act. See section 250 (d) 
and articles 1008 and 1012. 


(T. D. 3465—April 12, 1923) 
Nonresident aliens—Rate of normal tax—Credit for dependents. 
Articles 2, 306, 315, and 364 of regulations No. 62 amended. 


Section 210 and subdivision (e) of section 216 of the revenue act of 
1921 were amended by an act approved March 4, 1923 (Public, No. 531), 
effective as of January 1, 1922, to read as follows (the part added by the 
amendment is underscored [or italic] and the part eliminated by the 
amendment is stricken through) .* 

Sec. 210. (a) That in lieu of the tax imposed by section 210 of the 
revenue act of 1918 there shall be levied, collected, and paid for each 
taxable year upon the net income of every individual (except as provided 
in subdivision (b) of this section) a normal tax of 8 per centum of the 
amount of the net income in excess of the credits provided in section 216 
[Provided, That] except that in the case of a citizen or resident of the 
United States the rate upon the first $4,000 of such excess amount shall be 
4 per centum. 

(b) In liew of the tax imposed by subdivision (a) there shall be 
levied, collected, and paid for the taxable year 1922 and each taxable year 
thereafter, upon the net income of every nonresident alien individual a 


*Parts stricken through are here enclosed in brackets.—Epiror. 
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resident of a contiguous country, a normal tax equal to the sum of the 
following: 

(1) 4 per centum of the amount of the net income attributable to 
compensation for labor or personal services performed in the United States 
in excess of the credits provided in subdivisions (d) and (e) of section 
216; but the amount taxable at such 4 per centum rate shall not exceed 
$4,000; and 

(2) 8 per centum of the amount of the net income in excess of the 
sum (A) the amount taxed under paragraph (1) plus (B) the credits 
provided in section 216. 

Sec. 216(e). In the case of a nonresident alien individual, or of a citizen 
entitled to the benefits of section 262, the personal exemption shall be only 
$1,000 [and he shall not be entitled to the credit provided in subdivision 
(d).] The credit provided in subdivision (d) shall not be allowed in the 
case of a nonresident alien individual unless he is a resident of a con- 
tiguous country, nor in the case of a citizen entitled to the benefits of 
section 262.* 

Consequently articles 2, 306, 315, and 364 of regulations No. 62 are 
amended, effective as of January 1, 1922, to read as follows: 

Art. 2. Normal tax—The normal income tax on individual citizens 
or residents of the United States is at the rate of 4 per cent. upon the first 
$4,000 of net income subject to the normal tax and 8 per cent. upon the 
excess over that amount. The lower rate on the first $4,000 applies to each 
separate individual, whether married or unmarried, and should not be 
confused with the joint exemption granted married persons, in the case 
of nonresident alien individuals, residents of countries other than Canada 
and Mexico, the normal tax is 8 per cent. and there is no reduction of the 
rate upon the first $4,000 of net income. In the case of a nonresident 
alien individual, a resident of Canada or Mexico, the normal tax is 4 per 
cent. of the net income attributable to compensation for labor or personal 
services performed in the United States in excess of the credits allowed 
in section 216 (d) and (e) (provided, however, the amount taxable at 
such 4 per cent. rate shall not exceed $4,000) and 8 per cent. of the amount 
of the income subject to the normal tax in excess of the amount taxable 
at the 4 per cent. rate. In order to determine the income to which the 
normal tax is applied, the net income, as defined in section 212 of the 
statute and articles 21-26 of the regulations, is first entitled to the credits 
and exemptions specified in section 216 of the statute and articles 301-306. 


Art. 306. Credits to citizen entitled to benefits of section 262 and 
nonresident alien individual—A citizen entitled to benefits of section 262 
and a nonresident alien individual, similarly to a citizen or resident, are 
entitled, for the purpose of the normal tax, to the dividend credit described 
in article 301. They are also entitled in every case to a personal exemp- 
tion of $1,000. The credit for dependents shall not be allowed in the case 
of a nonresident alien individual unless he is a resident of Canada or 
Mexico, nor in the case of a citizen entitled to the benefits of section 262. 
Under the revenue act of 1921, the provisions of tax laws of the foreign 
country of which a nonresident is a citizen or subject are immaterial, in 
determining the right to the personal exemption, since the right of a non- 
resident alien individual to a personal exemption of $1,000 is absolute. 

Art. 315. Allowance of personal exemption to nonresident alien 
employe-——A nonresident alien employe may claim the benefit of the credit 
for personal exemption and, in the case of residents of Canada or Mexico, 
the credit for dependents, by filing with his employer form 1115 duly filled 
out and executed under oath. On the filing of such a claim the employer 
shall examine it. If on such examination it appears that the claim is in 
due form, that it contains no statement which to the knowledge of the 
employer is untrue, that such employe on the face of the claim is entitled 


* Parts stricken through are here enclosed in brackets.—EpiTorR. 
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to credit, and that such credit has not yet been exhausted, such employer 
need not until such credit be in fact exhausted withhold any tax from 
payments of salary or wages made to such employe. Every employer 
with whom affidavits of claim on form 1115 are filed by employes shall 
preserve such affidavits until the following calendar year, and shall then 
file them, attached to his annual withholding return on form 1042, with 
the collector on or before March 1. In case, however, when the following 
calendar year arrives such employer has no withholding to return, he 
shall forward all such affidavits of claim directly to the commissioner, 
with a letter of transmittal, on or before March 15. Where any tax is 
withheld the employer in every instance shall show on the pay envelope 
or shall furnish some other memorandum showing the name of the employe, 
the date, and the amount withheld. This article applies only to payments 
of compensation by an employer to an employe. See further section 221 
and articles 361-375. 

Art. 364. Exemption certificates of nonresident aliens—(a) When the 
gross income (including bond interest) of a nonresident alien, which is 
derived from sources within the United States, does not exceed the personal 
exemption of $1,000 and, in the case of a resident of Canada or Mexico, 
does not exceed the personal exemption of $1,000 and the credit for 
dependents, an exemption certificate, form 1001 B, should be executed and 
filed with the withholding agent if any part of the gross income is derived 
from interest upon bonds or similar obligations of a domestic corporation 
which contain a tax-free covenant clause. The amount of tax due from 
the withholding agent, as shown by form 1013, may be reduced by 2 per 
cent. of the aggregate amount of interest payments made to such non- 
resident alien upon tax-free covenant bonds during the calendar year. 

(b) When the gross income of a nonresident alien, derived from 
sources within the United States, does not exceed the personal exemption 
of $1,000 and, in the case of a resident of Canada or Mexico, does 
not exceed the personal exemption of $1,000 and the credit for dependents, 
such person may file with the withholding agent an exemption certificate 
on form 1001 C with respect to interest upon bonds or similar obli- 
gations of a domestic corporation not containing a tax-free covenant 
clause. The debtor organization or withholding agent, upon receipt of 
a properly executed certificate showing that the individual’s income 
does not exceed $1,000 in the case of a nonresident alien individual 
who is not a resident of Canada or Mexico or $1,000 plus the credit 
for dependents in the case of a nonresident alien individual who is a 
resident of Canada or Mexico, shall release and pay over to such indi- 
vidual upon demand any tax withheld during the preceding calendar year. 
The tax assessed against the withholding agent and which has not 
been paid may be made the subject of a claim for abatement to the extent 
of the amount of excess tax withheld and refunded to the alien on the 
basis of this certificate. In case the tax so withheld has been paid to the 
government, refund of the tax withheld in the case of non-tax-free bonds 
and similar obligations can only be made to the bond owner or his duly 
authorized representative. 

The exemption certificates, form 1001 B and 1001 C, properly executed, 
may be filed with the debtor organization or its duly authorized with- 
holding agent at any time after the close of the calendar year, but not 
later than May 1 of the succeeding year. Ownership certificates, how- 
ever, must be filed in connection with all interest payments upon bonds 
and similar obligations of domestic corporations in accordance with the 
regulations, notwithstanding the fact that form 1001 B or form 1001 C is 


filed. 
(T. D. 3471—April 30, 1923) 
Limitation upon credits and refunds 


Under the provisions of section 252 of the revenue act of 1921, as 
amended by an act approved March 4, 1923 (Public, No. 527), the com- 
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missioner of internal revenue may, in those cases where the taxpayer has, 
within five years from the time the return for the taxable year 1917 was 
due, filed a waiver of his right to have the taxes due for such taxable year 
determined and assessed within five years after the return was due, allow a 
credit or refund of the excessive income, war-profits or excess-profits 
taxes paid for such taxable year 1917 within six years from the time the 
return for such taxable year 1917 was due, whether or not claim therefor 
is filed by the taxpayer. 


EDWARD BOYLE JACOBS 


Edward Boyle Jacobs, member of the American Institute of Account- 
ants, practising in Virginia, died at South Roanoke, June 4, 1923. Mr. 
Jacobs had been in practice for many years, and maintained offices at 
Roanoke, Staunton, Winston-Salem, North Carolina, and Huntington, 
West Virginia. 





ELI MOORHOUSE 


Eli Moorhouse, a member of the American Institute of Accountants, 
certified public accountant of Washington, died May 6, 1923, at Wenatchee, 
Washington. Mr. Moorhouse had been an active member of the Wash- 


ington society for many years, and was well known throughout the 
northwest. 


William B. Isenberg and Arthur S. Purdy announce the formation of 
a partnership under the firm name of Isenberg, Purdy & Co., with offices 
in the Ford building, Detroit, Michigan. 





Robert G. Sparrow announces the opening of an office with William 
C. Kirkpatrick under the firm name of Robert G. Sparrow & Co. in the 
Equitable building, New York. 





Macintosh, Cole & Robertson announce the removal of their office to 
fourth floor, Trust & Loan building, 173 Portage avenue, Winnipeg, 
Canada. 





John K. Laird & Co. announce the removal of their Chicago office to 
the Federal Reserve Bank building, La Salle street and Jackson boulevard. 





Harold A. Eppstein announces the removal of his offices to 128-130 
Market street, Newark, New Jersey. 





S. D. Leidesdorf & Co. announce the removal of their offices to 121 
Park avenue, New York. 





Albert J. Shapiro announces the removal of his office to 1 Madison 
avenue, New York. 
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INSTITUTE EXAMINATIONS 


(Note. — The fact that these solutions appear in THE JoURNAL OF 
AccouNTANCY should not lead the reader to assume that they are the 
official solutions of the American Institute of Accountants. They merely 
represent the personal opinion of the editor of the Students’ Department.) 


AMERICAN INSTITUTE OF ACCOUNTANTS 
EXAMINATION IN ACCOUNTING THEORY AND PRACTICE—PART I 
May 16, 1923, 1 P.M. to 6 P.M. 


Answer all the following questions: 
No. 1 (33 points) : 
Your firm audits, annually, the books of the Non-Bessemer Iron 
Mining Company. 
The following cost sheet and condensed profit-and-loss statement are 
the result of your audit: 


COST SHEET FOR YEAR 1922 
(900,000 tons mined) 


Supplies Cost 
Labor andexpense Total perton 
hh... ME 2 5 chatuauceacueus $ 615,000 $ 164,000 $ 779,000 866 
E Pe 5 5c vicchastuscns 108,000 72,000 180,000  .200 
3. Underground tramming and 
EN <. s.. tananeenadues 108,000 900 108,900 .121 
OPE kanicddandacsdees 45,000 7,200 52,200 .058 
5. Mine captains, foremen and 
GEE DOD: nce ccanney 27,000 27,000 .030 
6. Crushing and stockpile .... 54,000 8,100 62,100 .069 
7. Power, light, heat and water 9,000 198,000 207,000 .230 
8. Loading from stockpile ... 18,000 7,200 25,200 .028 
9. Superintendence and mine 
| Be REE 36,000 3,600 39,600 .044 
10. General maintenance ...... 45,000 162,000 207,000 .230 





$1,065,000 $ 623,000 $1,688,000 1.876 








11. Fixed charges and general 
WE ki ccdexcdcssces 472,000 .524 


3B, Total Geet 2.0 cccccccccces $2,160,000 2.400 
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CONDENSED PROFIT-AND-LOSS STATEMENT 
FOR THE YEAR 1922 





TN go dicnin esane 800,000 tons @ $4.80. . $3,840,000 
Cost of ore sold ...........800,000 tons @ 2.40.. 1,920,000 
SD oo 5 aes lek ta oo seal hmm eerieean $1,920,000 
Deduct: 

Cost Beyond the mime ...ccccccccccccscccecs $1,280,000 

I ea eh es, el cain, Mae 480,000 

Administrative expense ...............0000:- 60,000 1,820,000 
ee ee 800,000 tons @ .125.. $ 100,000 





From a cursory review of the foregoing, it is apparent that several of 
the items of cost per ton are unusually high and the net profit per ton is 
correspondingly low. Therefore it is decided that an investigation shall be 
made to ascertain the correctness or otherwise of the tonnage mined. 

The following information relative to operation is obtained, and you 
are directed by your principals properly to apportion the costs in accord- 
ance therewith; show the true net profit on the ore sold; prepare a revised 
cost sheet showing costs for both broken and hoisted ores and a revised 
condensed statement of profit and loss. 

The usual mining procedure is breaking away the ore, tramming 
(loading on cars and hauling to the shaft), hoisting to surface, crushing 
and loading on stockpile. 

The practical miner calls ore “mined” only when it reaches the stock- 
pile. Your investigation discloses the fact that while 900,000 tons reached 
the stockpile, and this tonnage was the basis for the per-ton cost on the 
cost sheet, an additional quantity of 125,000 tons was completely mined to 
the tramming stage. This broken ore, because of its high analysis of iron 
content, has a better market value than the ordinary ore and will be left 
as it is until it can be stockpiled by itself. This condition may be con- 
sidered as analogous to that of goods in process in a manufacturing 
concern. 


Note that the hoisted ore should not be charged for the expense 
incurred in producing the broken ore. 


Solution: 

In the following statements, the costs are divided into three groups: 
direct cost of breaking down the ore, which is applicable to the ore left in 
the mine and to the ore stockpiled; direct cost of hoisting and stockpiling, 
which is ‘applicable only to the ore taken from the mine; overhead. The 
overhead is applicable to the ore in the mine and to the ore taken from 
the mine, and the question is how to apportion it. It does not seem 
equitable to apportion it on the basis of tonnage, for if that were done 
the same amount of overhead would be added to each ton left in the mine 
as would be added to each ton taken from the mine, and next year an 
additional overhead charge would be placed on the ore already broken down 
but left in the mine. Therefore the only fair way to handle the overhead, on 
the basis of facts given, is to spread it between the ore taken from the 
mine and the ore left in the mine on the basis of direct labor. 
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COST SHEET—continued 
Overhead 
Labor Material Total 


Mine captains, foremen and shift 


EE cco deawaktih natalie ss «6% $ 27,000.00 $ 27,000.00 
Power, light, heat and water ........ 9,000.00 198,000.00 207,000.00 
Superintendence and mine office .... 36,000.00 3,600.00 39,600.00 
General maintenance ............... 45,000.00 162,000.00 207,000.00 





$117,000.00 $363,600.00 480,600.00 








Fixed charges and general expense .. 472,000.00 


ET I ice os acc cenbaxes $952,600.00 





Direct labor Overhead 

Distributed on basis of direct labor: 
EI NE is din. eee ecb uke salen’ $ 93,658.54 $ 95,934.54 
One stockpiled 2 oi csccccscccccse 836,341.46 856,665.46 





$930,000.00 $952,600.00 








COST SHEET—continued 

















Summary 
Tons Cost Per ton 
Ore broken down and left in mine: 
NI dc ecGeu Gunna ce «0 125,000 
Ne Stroh dru atisle aw ed hice $ 93,658.54 .749 
IEEE a eee ee 29,658.54 .237 
|” ESOS ee eee 95,934.54 768 
RR IRENE Sep oa pO A ae 125,000 $219,251.62 1.754 
Ore stockpiled: ................... 900,000 
Direct cost: 
PO OTe $836,341.46 929 
NR OL 222,541.46 247 
NINN 5 6 vive hhc ehaasens 856,665.46 952 
RES Se) ae ae 900,000 $1,915,548.38 2.128 
Ore inventory in stockpile ......... 100,000 212,838.71 2.128 
IS 55 Sea ona soa eased 800,000 $1,702,709.67 2.128 
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THE NON-BESSEMER IRON MINING COMPANY 
Condensed Profit-and-Loss Statement for the Year 1922 





Tete GN 6.dactasctee 800,000 tons @ $4.80 $3,840,000.00 
Less cost of ore sold... .800,000 tons @ 2.128 1,702,709.67 
Grens greRt OD GING: 20 000ccccccckenuesedies 2,137,290.33 
Deduct: Loading from stockpile: 
SAEs caceucse ce esedsus $18,000.00 
Supplies and expense ..... 7,200.00 $ 25,200.00 
Cost beyond the mine ........ 1,280,000.00 
PE cco wionsincs.ttionss0s-8 480,000.00 
Administrative expense ....... 60,000.00  1,845,200.00 
eb: CHE: gsc dO es sinuses $ 292,090.33 








It will be noted that the item “loading from stockpile” is taken out of 
the cost sheet and put into the selling-expense section of the profit-and-loss 
statement. It is natural to suppose that ore is not loaded from the stock- 
pile until it is sold. 


No. 2 (30 points) : 
The following is a brief summary of the balance-sheets of three 
companies at a given date: 








A B c 
Dateh: GHD .. ccvescccestbabelbesdinn ix $1,500,000 $2,000,000 $3,500,000 
Tenet Gaiies. ..<s «icxakleaines een $ 250,000 $ 750,000 $1,100,000 
Capital stock (shares of $100 each).... 1,000,000 750,000 2,000,000 
ee ners 250,000 500,000 400,000 





$1,500,000 $2,000,000 $3,500,000 








Each corporation owned a of the capital stock of the others carried 


on their respective books as follows: 
Cogs stock in e 

eer , Bh 

CRIED sos 0va cask ceavueenbenness 000 $ a - 
TD I oo oink ass 0k0dcenmediewieus 15% 

Cee OE nc cctcduaeeebeeexcaced $ 150,000 174000 
oS Per eee 5% 5% 

COUPEE 06 .vccacckcscctdelinmarraes 50,000 60,000 


The three companies agreed to consolidate and each to accept its pro 
rata share in the capital stock of a new corporation (D) having 1,000,000 


shares of no par value. 
What percentage of the shares of corporation D will the stockholders 


of A, B and C respectively receive and what will be the total equity or 
paid-in value of the consolidated capital ? 


Solution: 
The shares of the new corporation (D) are to be distributed among the 
outside stockholders of the three old companies in the ratio of their several 
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interests in the combined assets of the three companies. The solution 
therefore involves three main steps, as follows: 


(1) Computation of the true net worth of each of the three companies. 
This true net worth is composed of 
(a) The net assets, other than stockholdings, in the possession 
of each company; and 
(b) Each company’s share of the net worth of each of the other 
companies. 

(2) Computation of the proportion of the net worth of each company 

applicable to the stock in the hands of outside stockholders. 

(3) Computation of the percentage of each of the three items com- 

puted in (2) to their total. 

The first of these three steps is a difficult one, and the editor of this 
department sees no way of making the computation except by algebra, and 
dealing with three unknown quantities. For instance, the true net worth 
of company A is composed of three elements: 

(a) The net assets, other than stockholdings, in A’s possession. This 

element is computed as follows: 





I 23 ic caciccd ay wawebale ns $1,500.000 
Minus stockholdings : 

In company B ......... $100,000 

In company C ......... 300,000 400,000 
Assets other than stockholdings...... 1,100,000 
I i la ae sek ao 250,000 


Net assets other than stockholdings... $ 850,000 


(b) 15% of the net worth of company B. 

(c) 15% of the net worth of company C. 

The difficulty comes in computing the 15% interests in B and C, for the 
true net worth of B is composed of interests in A and C and the net worth 
of C is composed of interests in A and B. Without the aid of algebra, 
therefore, it would seem to be necessary: 

To know the net worth of B and C before the net worth of A could 
be computed : 

To know the net worth of A and C before the net worth of B could 
be computed; and 

To know the net worth of A and Bbefore the net worth of C could 
be computed. 

An algebraic solution is presented, therefore, because it is the only 
method apparent to the editor by which the necessary results can be 
obtained. If any reader can submit a simple arithmetical solution, pro- 
ducing correct results, it will be welcomed and published, for the editor 
can not believe that the examiners expected an algebraic solution involving 
three unknowns. So much mathematical ability has never been expected of 
candidates in the past, and the editor feels, therefore, that he must have 
overlooked some simpler method. 
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COMPUTATION OF ELEMENTS OF NET WORTH OF THREE COMPANIES 




















A B Cc 

Tatel GOERS cos esc ccdastiasetnsianne $1,500,000 $2,000,000 $3,500,000 
Deduct stockholdings in other companies: 

In company A ....... geeccccvesees 150,000 50,000 

Pi EY OE 60 k 054 sb.nantacanase 100,000 60,000 

Mi CEES nc eeccdeunsdaeas sels 300,000 175,000 

Total stocitnoldings ........ccccece 400,000 325,000 110,000 
Assets other than stockholdings ........ 1,100,000 1,675,000 3,390,000 
Dietiisk: TE S.No cpowidesvads<ncesss 250,000 750,000 1,100,000 
Net assets other than stockholdings .... $ 850,000 $ 925,000 $2,290,000 
Stockholdings : Outside 

ae CN A ois cccests 80% 15% 5% 

In company B i... .csc0e. 80% 15% 5% 

oe ge ee 75% 15% 10% 

Then A’s net worth = $ 850,000 + .15 of B’s net worth + .15 of C’s 
net worth, 

And B’s net worth = 925,000 + .15 of A’s net worth + .10 of C’s 
net worth, 


And C’s net worth = 2,290,000 + .05 of A’s net worth + .05 of B’s 
net worth. 

Let A = A’s net worth. 

Let B = B’s net worth. 

Let C = C’s net worth. 








(1) A = $ 850,000.00 + .15B + .15C 

(2) B = $ 925,000.00 + .15A + .10C 

(3) C = $2,290,000.00 + .05A + .05B 
Transposing terms containing A, B and C: 

(3) A — .15B — .15C = $ 850,000.00 

(4) —15A + B— .10C = $ 925,000.00 

(5) —.05A — .05B + C€ = $2,290,000.00 
Adding (3), (4) and (5): 

(3) A — .15B — .15C = $ 850,000.00 

(4) —15A + B— .10C = $ 925,000.00 

(5) —05A — 05B + C = §$2,290,000.00 

(6) 8SA+ 8B + .75C = $%4,065,000.00 
Multiply (5) by 16: 

(5) —05A — .05B + C = $ 2,290,000.00 

16 
(7) —8 A — 8 B + 16C = $36,640,000.00 


53 





The Journal of Accountancy 











(4) 


(10) 


(9) 
(10) 


(11) 


(9) 
(5) 


(13) 


(11) 
(13) 


(14) 
(15) 
(12) 


(16) 


(16) 
(15) 


(17) 


Add (6) and (7): 
8SA+ 8B+ .75C = $ 4,065,000.00 
—8 A— 8 B+ 16. C = $36,640,000.00 





75C = $40,705,000.00 

Divide (8) by 16.75: 
C = $2,430,149.254 

Multiply (4) by 10: 
—15A + B— .10C = $ 925,000.00 
10 





—15A + 10B— C= $9,250,000.00 

Add (9) and (10): 
C = $ 2,430,149.254 
—15A + 10B — C = $ 9,250,000.000 





—1.5A + 10B = $11,680,149.254 

Subtract (5) from (9): 
= $2,430,149.254 
—.05A — 05B + C = $2,290,000.000 





05A + .05B = $ 140,149,254 

Multiply (12) by (30): 
05A + .05B = $ 140,149.254 
30 





15 A + 15 B = $4,204,477.620 

Add (11) and (13): 
—5A + 10 B = $11,680,149.254 
15A + 15B= 4,204,477.620 





| 


11.5B = $15,884,626.874 

Divide (14) by 11.5: 
B = $1,381,271.901 

Multiply (12) by 20: 
05A + .05B = $ 140,149.254 
20 





A+ B= $2,802,985.080 

Subtract (15) from (16): 
A + B = $2,802,985.080 
B = $1,381,271.901 





A = $1,421,713.179 


Then: A = $1,421,713.18 
B = $1,381,271.90 
C = $2,430,149.25 
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These values may be proved by determining the adjustments which 
each company must make in the accounts with their stockholdings in order 
to raise them to their true values. The adjustments will affect the surplus 
as well as the stock-investment accounts. The balance-sheets showing the 
surplus accounts thus adjusted should indicate net worths equal to the 
amounts just computed. 


Company A owns: 
15% of Company B stock: 


Worth 15% of $1,381,271.90 ............ $207,190.79 
EN UE boo biekenakna kee cnsdeee 100,000.00 


Add to account with investment in B, and to surplus.. $107,190.79 
15% of Company C stock: 


Worth 15% of $2,430,149.25 ............ $364,522.39 

II io oaks scntea scien sees 300,000.00 

Add to account with investment in C, and to surplus.. 64,522.39 
eT) err ra rey rer eee er $171,713.18 


COMPANY A-——-ADJUSTED BALANCE-SHEET 








Assets 
Assets other than stockholdings ............... $1,100,000.00 
Stock in B: 
CI OE elise ee Pie ieee $100,000.00 
DE i. cidasdaeiche tiie ae 107,190.79 207,190.79 
Stock in C: 
COIS OB oi oindnds Ki edn sekens sca 300,000.00 
| RPT ee a ee re ree ee 64,522.39 364,522.39 
$1,671,713.18 
Liabilities 
Re 5 acaba boca dassaaneee $ 250,000.00 
Net worth: 
CORE BIE okk ck deer ceeccss $1,000,000.00 
Surplus: 
Before adjustment ...... $250,000.00 
Add adjustments ....... 171,713.18 421,713.18 
Net worth as computed above 1,421,713.18 


$1,671,713.18 
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Company B owns: 
15% of Company A stock: 


Worth 15% of $1,421,713.18 ............ $213,256.98 
I Fo Te noon Sc onoune wumaen 150,000.00 
Add to investment in A and to surplus... $ 63,256.98 
10% of Company C stock: 
Worth 10% of $2,430,149.25 ............ $243,014.92 
SE erie ee eee oe 175,000.00 
Add to investment in C and to surplus.. 68,014.92 
Total addition to surplus ................... $131,271.90 
COMPANY B—ADJUSTED BALANCE-SHEET 
Assets 
Assets other than stockholdings ............... $1,675,000.00 
Stock in A: 
Br ee ee $150,000.00 
eee a ee rere eee 63,256.98 213,256.98 
Stock in C: 
DN CME cc a ncauewaisasacsdcsecueseuss Se 
EE Svea a Vs sake ELS Dak ack ni bmae 68,014.92 243,014.92 





$2,131,271.90 


CE . Cib een cediee senna ekenas $ 750,000.00 
Net worth: 
REE ee eee $750,000.00 
Surplus: 
Before adjustments ....... $500,000.00 
Add adjustments ......... 131,271.90 631,271.90 





Net worth as computed by algebra 1,381,271.90 
$2,131,271.90 


Company C owns: 
5% of Company A stock: 


Worth 5% of $1,421,7138.18 ............. $ 71,085.65 

SE ety Bek ee cis a vg wine a oad 50,000.00 

Add to investment in A and to surplus... $ 21,085.65 
5% of Company B stock: 

Worth 5% of $1,381,271.90 ............. $ 69,063.60 

SE I ening s ciple enews 040% erezKe 60,000.00 

Add to investment in B and to surplus.. 9,063.60 
Total addition 00 SUEPINS oo... cc cccccccccccs $ 30,149.25 
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COMPANY C—ADJUSTED BALANCE-SHEET 








Assets 
Assets other than stockholdings ............... $3,390,000.00 
Stock in A: 
CRD PE gaan 'bnice ecndcen) artes $ 50,000.00 
RE >6:vcsdsen ais Kekegieeoaeleee ee 21,085.65 71,085.65 
Stock in B: 
GRIN BE. ccccccsnccacvensbauanendeedaamel $ 60,000.00 
PE 6 ici dbs aaa eae oe aaaaeue 9,063.60 69,063.60 
$3,530,149.25 
Liabilities 
RRS 8 oti Soe PpnteG ea $1,100,000.00 
Net worth: 
ee eer ere $2,000,000.00 
Surplus: 
Before adjustment ...... $400,000.00 
MEE vc thaws ncuteneness 30,149.25 430,149.25 
Net worth as computed by algebra 2,430,149.25 
$3,530,149.25 


Having computed the adjusted net worth of each company, the next 
step is to compute the interests of the outside stockholders. These interests 
should prove by totaling to the amount of the net assets, exclusive of stock- 
holdings, owned by the three companies: 

Outside stockholders of Company A: 


80% of $1,421,713.18 — $1,137,370.54 
Outside stockholders of Company B: 
80% of $1,381,271.90 = 1,105,017.52 
Outside stockholders of Company C: 
75% of $2,430,149.25 = 1,822,611.94 
Total $4,065,000.00 
Proof 
Company Net assets other than stock 
I ot 0.6 ip:t acim doi nc te $ 850,000.00 
ED ss, ksh ’en assassin hor a ee 925,000.00 
le weed Kt dee i xs bind 6 ak bas 2,290,000.00 
MONE: cin sa nth dgeseccd iecceueeausan $4,065,000.00 
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COMPUTATION OF PERCENTAGES OF STOCK OF COMPANY D 
RECEIVED BY STOCKHOLDERS OF A, B AND C 


Stockholders of Book value of stock held Per cent. 
SAR eee $1,137,370.54 27.979+% 
ae 1,105,017.52 27.183+ 
Re ae a eusts 1,822,611.94 44.836+ 
Total ....... $4,065,000.00 99.998+% 


No. 3 (15 points) : 


The M and N Coal Corporation is formed with a paid-up capital of 
$6,000,000 (60,000 shares, par value $100) and a resolution is passed 
authorizing the purchase of the outstanding capital stock of the K O 
Company. 

The balance-sheet of the K O Company, at the date of acquisition is 
as follows: 


Assets 

I aa og curls aa einad a cae eaeaies $1,750,000 
Thea ie Saad ied needed medad tan cuwee 4,500,000 
SEE gaia secs dgideunwiennawancdewavaeshee 250,000 
$6,500,000 

Liabilities al 

DY 3. cccta saGnads oatmamneawumaamnn ten $ 500,000 
I Nas a wg caren inearciomh ak Acar honed MRD 1,000,000 
PCP ree rer ronan. 2,000,000 
a Sd oat ard waite Gack iat gp mR EEA 3,000,000 
$6,500,000 








Six million dollars was paid for the total capital stock of the K O 
Company which, after acquisition, was canceled. 

Prepare the opening entries, spreading the assets and liabilities of the 
old company on the books of the new company. 


Solution: 
NR soa Menu celdenaceananu $6,000,000.00 
RN aan a hee, ee aieneels $6,000,000.00 
To record the subscription to the full au- 
thorized issue of 60,000 shares of a par 
value of $100 each. 


ote eee gael aie’ faadieandaan sees $6,000,000.00 
NN ica li daha nn enna news $6,000,000.00 
To record the collection of subscriptions in full. 
Investment in stock of K O company ........ $6,000,000.00 
NN ee ee hal kde bade ha Rae $6,000,000.00 


To record the purchase of the total capital 
stock of the K O company. 


CO ORES ha bcacndake bdeckc¥iscccdcnenasn $1,750,000.00 
se ia eC nL Getiasinn cat kad melee 5,500,000.00 
PE RD 6 oo cchdniscccccudscvasvseden 250,000.00 
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Conn TR: 6 ccd ees taconcenwe’s $ 500,000.00 
Penne: Ge i dees aitssccnchedessease 1,000,000.00 
Investment in stock of K O company.. 6,000,000.00 


To record the cancelation of the stock of 
the K O company and to take up the assets 
and liabilities of the company acquired by 
the purchase of its stock. 


Ordinarily the difference between the book value of the stock and the 
purchase price would be charged to goodwill. But in the case of a coal- 
mining company, which is engaged in operating a wasting asset, the pro- 
priety of establishing a goodwill is doubtful. It seems preferable to charge 
the excess payment into the mine account, so that it will be written off 
by depletion during the period of operation. If the $1,000,000 were charged 
to goodwill, the conclusion of operations would find the company with this 
goodwill account still open and no value represented by it. 


No. 4 (15 points) : 


You are requested to audit the books of the A Company, engaged in 
the business of buying second mortgages, at the end of a period of six 
months, and you find the following conditions relative to the mortgages 
purchased during the period: 


Mortgages purchased, all dated July first and set up at face value, 
classified as follows: 


SeOe COE. cc ciccenesdedinndsbegnsinseunenee $25,000 
A CIID ié-vn din sda 0teneehsapnesaiwabes ieee 25,000 
PEPE e Te rere eee et ere a 25,000 

$75,000 


The costs to the company for these three classes of mortgages were 
respectively : 





ey nme res rem $22,500 
SOG WEE 6 cence cinccncshesieewcssbecisnee 21,250 
BOR. GUOUE ones coc kiscndcsaveccecesasvesdananh 20,000 

$63,750 


The mortgages are repayable in equal semi-annual instalments. 

The discount has been credited direct to profit and loss. 

Would you prepare your statement to conform to the books or would 
you make adjustments? If the latter, indicate their nature and give reasons 
therefor. 


Solution: 

The statement that “the mortgages are repayable in equal semi-annual 
instalments” is a little vague. It may mean that the l-year mortgages are 
payable in equal instalments, and similarly with the 2-year and 3-year 
mortgages, or it may mean that the semi-annual instalments in payment 
of all mortgages are equal. 
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If the first meaning is intended, the semi-annual collection will be 
On 1-year On 2-year On 8-year 


mortgages mortgages mortgages Total 
Ist 6 months $12,500.00 $ 6,250.00 $ 4,166.66 $22,916.66 
2nd 6 months 12,500.00 6,250.00 4,166.67 22,916.67 
3rd 6 months 6,250.00 4,166.67 10,416.67 
4th 6 months 6,250.00 4,166.66 10,416.66 
5th 6 months 4,166.67 4,166.67 
6th 6 months 4,166.67 4,166.67 


If the second meaning is intended, the entire combined principal of 
$75,000.00 will be paid off in six semi-annual instalments of $12,500.00. 

The discount should not have been credited to profit-and-loss but should 
have been set up and amortized. An approximation of the scientific, 
effective-rate method of amortization can be obtained by using the bonds- 
outstanding method of writing off the discount. 

If each mortgage is repayable in equal semi-annual instalments (first 
meaning above) the principal unpaid each period and the discount to be 
written off each period will be 


1-YEAR MORTGAGES 
Principal unpaid Fraction Discount amortized 























Ist 6 months $25,000.00 2/3 $1,666.67 
2nd 6 months 12,500.00 1/3 833.33 
$37,500.00 3/3 $2,500.00 
2-YEAR MORTGAGES 
Principal unpaid Fraction Discount amortized 
lst 6 months $25,000.00 4/10 $1,500.00 
2nd 6 months 18,750.00 3/10 1,125.00 
3rd 6 months 12,500.00 2/10 750.00 
4th 6 months 6,250.00 1/10 875.00 
$62,500.00 10/10 $3,750.00 
8-YEAR MORTGAGES 
Principal unpaid Fraction Discount amortized 
Ist 6 months $25,000.00 6/21 $1,428.57 
2nd 6 months 20,833.33 5/21 1,190.48 
3rd 6 months 16,666.67 4/21 952.38 
4th 6 months 12,500.00 3/21 714.29 
5th 6 months 8,333.33 2/21 476.19 
6th 6 months 4,166.67 1/21 238.09 
$87,500.00 21/21 $5,000.00 
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ADJUSTING JOURNAL ENTRIES 
Peet om8 DOD osctipkcdscendiscescsedionsssenmiass $11,250.00 
Discount on mortgages receivable ......... $11,250.00 
To reverse the entry crediting the discount on 
mortgages to profit-and-loss : 
l-year mortgages $25,000 — $22,500 — $2,500 
2-year mortgages 25,000 — 21,250 = 3,750 
3-year mortgages 25,000 — 20,000 = 5,000 








$11,250 
Discount on mortgages receivable ................ $ 4,595.24 
PURINE: 6 ico des eensbnadakeeans $ 4,595.24 
To write off discount for six months, as follows: 

On l-year mortgages ............ $1,666.67 

On 2-year mortgages ............ 1,500.00 

On 3-year mortgages ............ 1,428.57 

$4,595.24 


If the total principal of the three classes of mortgages is repayable im 
six equal semi-annual instalments, the principal unpaid each period and 
the discount to be amortized each period will be 

TOTAL MORTGAGES 
Principal wnpaid Fraction Discount amortized 











Ist 6 months $75,000.00 6/21 $ 3,214.29 

2nd 6 months 62,500.00 5/21 2,678.57 

3rd 6 months 50,000.00 4/21 2,142.86 

4th 6 months 37,500.00 3/21 1,607.14 

5th 6 months 25,000.00 2/21 1,071.43 

6th 6 months 12,500.00 1/21 . 535.71 
$262,500.00 21/21 $11,250.00 

ADJUSTING JOURNAL ENTRIES 
Prelaes .oi4o55 ceedeceern conceal ates $11,250.00 
Discount on mortgages receivable ......... $11,250.00 


To reverse the entry crediting the discount on 
mortgages to profit-and-loss. 
Discount on mortgages receivable ................. $ 3,214.29 
RE CR ES aT $ 3,214.29 
To write off the discount for the first six months. 


No. 5 (7 points) : 


Express, briefly, your views on the subject of accounting relative to 
unpaid cumulative preferred dividends: 


Answer: 
There are no bookkeeping entries to be made for cumulative dividends 
in arrears, for there is no liability to record until after the directors have 
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declared the dividend. The only question involved is how to show the 
unpaid dividends in the balance-sheet. This should be done so that both 
common stockholders and preferred stockholders may have information as 
to their interests in the surplus. 

If the company has a surplus in excess of the unpaid dividends, the 
condition may be shown by dividing the surplus on the balance-sheet (but 
not in the books) as follows: 


Surplus: 
Required for the payment of cumulative preferred 
IEE Th APONTE oc cs ccctawcsdavc cance $15,000 
A Ne eS nr le ihr sukisn dc oe mica aL ana ata 8,000 $23,000 





If the company has a deficit or a surplus smaller than the unpaid 
dividends, the dividends unpaid may be mentioned in a foot-note after the 
balance-sheet, or they may be indicated in the body of the balance-sheet 
in the following manner: 


Capital : 
Capital stock: 


Preferred (with dividends in 
arrears of $15,000)......... $100,000 
RO a ee eee 200,000 $300,000 


SIS a: s sinend bia gnccde RUAAMS Sag tied decedhs 1,500 $301,500 


BOND PREMIUM IN TESTAMENTARY TRUSTS 


Editor, Students’ Department: 


Sir: In your solution of the actuarial problem of the accountancy, 
part 1, examination, published in the January number of THE JouRNAL, 
I note that you amortize the premium on the bonds purchased by the 
trustee by deducting the interest increments from the amount paid the 
widow. Is not the following more correct? 

The trustee receives $150 in cash from coupons on each interest date. 
He should deduct therefrom each time an amount which will amortize 
over the life of the bonds the $218.80 of premium paid. This amount the 
trustee keeps in actual cash each time, and he is obliged to make it earn 
interest. Therefore, the amounts deducted should earn their own interest 
increments, and these interest increments should not be deducted from the 
amounts paid the widow. I would think that the amounts paid the widow 
from the second group of bonds would be the same in each case, namely, 
$130.47. 

This is easily proven. Assuming that money is worth 5%, a given 
fact in the problem, $19.53 taken from each coupon payment and set aside 
at 2'%4% semi-annually will produce exactly $218.80 in 10 periods by the 
formula for the accumulation of an annuity. In fact, I arrived at the 
$19.53 by the sinking-fund formula on this basis, the two formulas being 
reciprocal. 

If, as you indicate, an increasing amount is deducted each time, and, 
according to law, these amounts are set aside at interest, the premium 
will be over-amortized by the amount of interest which the amounts 
deducted earn. All this is true because of the fact that instead of amor- 
tizing the premium by book entries, we are amortizing it by the actual 


62 











Students’ Department 








setting aside of a cash fund periodically. Here the sinking-fund formula 
should apply, and the amounts deducted are the same each time. Even if 
you maintain that the trustee could not get 5% on such small amounts 
he could certainly get 4% in an ordinary savings bank, and the amounts 
deducted would be much smaller than you indicate. 

Yours truly, 


Tacoma, Washington. C.S.R. 


Your method is really not so different from the one published in the 
Students’ Department as it might be. You object to my taking an increas- 
ing amount from the income each period, and yet your method will do 
the same thing. In amortizing the premium on the bonds purchased by 
the trustee, I took $19.53 from the first coupons and $20.02 from the 
second coupons. You want to take $19.53 from the coupons at the end 
of each six months, and accumulate a separate fund. If you do this, the 
results will be as follows: 


First six months: 


Contribution to fund out of income from bonds.. $19.53 
Second six months: 


Contribution to fund out of income from bonds.. $19.53 
Income from amortization fund: 
B34% interest Gm BIGTB. 0... cicvcscecsenss 49 20.02 


So we both reached the same point. We both hold $19.53 out of the income 
collected by the trustee the first period, and $20.02 from the income col- 
lected from him the second period. But, although we both reach the same 
point (assuming that your odd amounts in the amortization fund can be 
made to earn 214% interest each six months), I think your method is 
wrong for two reasons. In the first place, amortization of premium on 
securities purchased at a premium by a trustee does not imply the creation 
of a separate fund; it merely implies the withholding of certain amounts 
from income. If separate amortization funds were established for each 
security purchased at a premium, the accounting would become needlessly 
involved, and the trustee would be handicapped by the necessity of keeping 
all kinds of odd amounts, collected in dribbles, at interest at the same rates 
as are earned by the securities purchased at a premium. And in the second 
place, if the trustee failed to keep the funds at interest, the remainderman 
would not be protected because the funds would not reach the desired 
amounts. 


You state that the correctness of your method is easily proven. But 
your proof consists only of showing that ten contributions of $19.53 earning 
214% interest will amount to $218.80. You do not prove that the trustee 
will be able to make the odd amounts in the fund earn 24%% interest; 
and, assuming that he will be able to earn 244%, you do not show 
why it is better for the trustee to take $20.02 out of two sources of 
income at the end of the second period instead of out of one source of 
income. 
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CoNDUCTED BY THE SPECIAL COMMITTEE ON ACCOUNTING TERMINOLOGY OF 
THE AMERICAN INSTITUTE OF ACCOUNTANTS 


The committee publishes in this issue of THE JouRNAL its tentative 
definitions of liabilities, separate definitions being presented for the word 
as used in the singular synonymously with legal responsibility. The terms 
defined comprise all the classifications of liabilities which the committee 
has compiled to date. 


LIABILITIES: 

Debts or legal obligations owed by an individual, partnership, corpo- 
ration, association or estate, payable out of assets. 

The word is derived from the Latin verb ligo—to bind, and, in its 
legal sense, when used in the singular, conveys the idea of responsibility 
or amenability to law; a charge or duty which may be judicially enforced ; 
a binding or obligation in law or justice to do, pay or make good 
something. 


ACCRUED LIABILITIES: 

The proportion of liabilities, applicable to a period up to and including 
a given date, which increase commensurately with lapse of time but no 
part of which is due or payable until after the given date, e.g., accrued 
interest on bonds or notes payable; accrued rents payable. 

The term is also used to denote the estimated amount of liabilities 
accrued to a given date, the total amount of which will be based upon 
operations partly subsequent to the given date, e.g., accrued income, profits 
or earnings, taxes. 

In some public-utility accounting classifications, the term is used in 
a broader sense and includes liabilities which have been incurred prior 
to a given date but are not due or payable until a date subsequent thereto, 
e.g., dividends declared. 

The committee believes that the term should be confined to accruing 
liabilities, the incidence of which overlaps the given date and a propor- 
tionate amount of which is accrued to that date. 


ACTUAL LIABILITIES: 

Debts or other legal obligations not in dispute, arising out of trans- 
actions entered into in the past, which must be liquidated in cash or 
renewed or refunded upon some future date. 

The term should be confined to items payable, but not necessarily due ; 
it does not properly include accruals (i.e., accruing liabilities) or reserves 
or so-called accountabilities (i.e., proprietorship accounts). 

ASSUMED LIABILITIES: 

Liabilities of others taken over and assumed for a valuable consid- 
eration. This term is used chiefly with reference to reorganizations, 
mergers or other transactions involving the acquirement of the net 
assets of other concerns. 
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CAPITAL LIABILITIES: 

The paid-up value of par-value shares or original consideration 
received for no-par-value shares and obligations, under seal or otherwise, 
which, according to their terms, do not mature until more than one year 
from date of issue (commonly known as “funded debt” or “long-term 
debt”) ; or, to define the term from another viewpoint: 

The permanent or long-term investments, by proprietors or others, 
in an enterprise conducted for profit, which are theoretically available for 
the purchase of or represented by capital assets. 

The period of one year, stated above, is an arbitrary one adopted by 
accounting regulatory bodies as the dividing line between “funded debt” 
(or “long-term debt” or “fixed liabilities”) and “floating debt” (or 
“current liabilities’) and the committee believes that accountants should 
consider the universal adoption of this plan for the sake of uniformity. 
Regulatory bodies also provide that “funded debt” does not become 
“floating debt” until its maturity date and that “floating debt” remains 
in that classification even though repeatedly renewed for a period of a 
year or less. 


CONTINGENT LIABILITIES: 

Liabilities which may arise in the future as a result of transactions 
entered into in the past and, if arising, will result, in some cases, in a 
corresponding contingent asset but not necessarily of equal value, e.g., 
notes receivable or acceptances discounted; accommodation and other 
endorsements; guarantees; warranties; suretyship; contractual liability to 
make good defects in work done or goods supplied; contractual liability 
for purchase and sale for future delivery (of paramount importance in a 
widely fluctuating market); additional tax assessments disputed and in 
process of review and reconsideration by tax authorities or being 
adjudicated in the courts; unsettled claims for personal injury or property 
damage; law suits and disputes of any nature, not included above, involv- 
ing a possible actual liability if finally decided adversely. Unpaid calls 
on stock subscriptions should not be classified an “contingent liabilities” 
unless the call dates are uncertain and contingent upon the subsequent 
action of the issuing company. Additional assessments on stock holdings 
are of rare occurrence and are usually contingent upon the action of a 
reorganization committee or some similarly constituted body. 

Reserves or provisions are frequently created to cover contingent 
liabilities when there is a probability, based upon past experience or upon 
the attendant facts, that at least a portion of the amount involved will 
eventually have to be paid without recovery from others but, even in these 
cases, if the matter is being adjudicated in the courts, the reserve or 
provision is sometimes omitted on the theory that the entry may be 
judicially interpreted as a tacit admission of liability—doubtful accounting 
policy but possibly good legal tactics. 


CURRENT LIABILITIES: 
Liabilities which are due and payable immediately or in the near 
future, theoretically out of current or quick assets, as distinct from capital 
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or fixed liahilities. Synonyms: floating liabilities; floating debt; quick 
liabilities (rarely used). 
DIRECT LIABILITIES: 

Liabilities incurred directly with others, as distinct from “assumed 
liabilities.” 

DEFERRED LIABILITIES: 

Liabilities the payment of which is deferred by agreement either 
written or implied, e.g., liability for provident, fidelity or indemnity funds; 
liability for percentages due contractors upon completion of contracts; 
liability for deposits for construction of side-tracks to be refunded on 
basis of traffic handled; liability for deposits to cover the cost of 
employes’ outfits; liability for deposits by customers and others returnable. 

The term is also used as descriptive of revenue or income received or 
billed in advance, e.g., rents; club dues; subscriptions to periodicals; life 
memberships; service (of any kind); but in such cases the committee 
believes that “deferred income” should be used as better descriptive of 
the items. 

The term is also used as descriptive of credit items in suspense 
awaiting adjustment or disposition, but the committee sugyests “suspense 
credits” as a better term: this, however, should not include “‘unamortized 
premium on funded debt” which the committee believes should retain its 
original designation. 

FIXED LIABILITIES: 

Synonymous with “capital liabilities,’ but the term is also used as 
descriptive of long-term debt of legal entities, the proprietorship of which 
is not represented by capital stock or wherein there is no proprietory 
accountability. 

The term is also used, though the committee believes incorrectly, as 
descriptive of liabilities which have been definitely determined and, in this 
sense, it is practically synonymous with “actual liabilities.” 

INDIRECT LIABILITIES: 

A term frequently used as synonymous with “assumed liabilities” ; 
sometimes used though the committee believes incorrectly, as synonymous 
with “contingent liabilities.” 


MATURED LIABILITIES: 
Obligations past due; the term is chiefly used with respect to bond 
and note issues. 


MATURING LIABILITIES: 
A loosely used term usually denoting obligations (chiefly bond and 
note issues) which fall due in the near future. 


OTHER LIABILITIES: 

A term occasionally used, in some cases by virtue of public utility 
accounting classifications, to denote liabilities which are not otherwise 
specifically classified. 

RESERVE LIABILITIES: 

A term frequently used incorrectly as descriptive of reserves not 

applied in reduction of assets. 
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In the singular, the term is used in English law to designate any 
portion of the share capital of a limited company which, by special reso- 
lution, shall not be capable of being retired, except in the event and for 
the purposes of the company’s being liquidated. The object of this is to 
increase the financial stability of the company by having a large capital 
reserve. 

STATED LIABILITIES: 

Liabilities as stated in a financial statement: 

(a) When doubt of accuracy actually exists, as in the case of an 
unaudited statement prepared from books and records which appear, on 
their face, to be incomplete and which may or may not give evidence of 
errors of omission or commission after an examination has been made. 


(b) In a different sense, as descriptive of the amount of liabilities 
taken over by one concern from another in connection with a merger or 
purchase of net assets and upon the stated amount of which the consid- 
eration, incident to the transaction, is partly predicated. 

This is an unfortunate term as it conveys a suggestion of doubt or 
misstatement which may not be warranted by the facts. 


TRADE LIABILITIES: 

Liabilities which arise in the ordinary course of trade or business, and 
due to others than proprietors, officers or employes, e.g., accounts payable 
for merchandise purchased; pay-rolls payable. This is a narrower term 
than “current liabilities.” 


WORKING LIABILITIES: 

A term used in some industries (eg., telephone companies) as 
descriptive of current liabilities and deferred income with the opposing 
caption “working assets” as descriptive of current assets but not including 
deferred charges. The committtee believes this term to be unnecessary 
and conflicting. 


. . . 7 7 . . . . 


In the preparation of balance-sheets all items offsetting assets are 
commonly designated or referred to as liabilities and are frequently 
stated in one total; sometimes the caption reads “liabilities and capital,” 
more rarely “liabilities, reserves and capital” or the same words in different 
order and in balance-sheets of educational, eleemosynary and religious 
organizations, the phrase “funds and liabilities” is frequently used. 

There is, as is well known, a wide divergence of opinion among 
accountants as to the best method of stating the “liability side” of a 
balance-sheet and the advisability of sub-totals is one of the questions in 
dispute. The committee, however, believes that a sub-total of the true 
liabilities should be stated separately from the remaining items, no matter 
in what order they may be placed, and that the word should be used, in 
accounting parlance, in its properly restricted sense. 


LEGAL LIABILITY 
LIABILITY: 
Responsibility for some obligation. 
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DOUBLE LIABILITY: 

The personal liability attaching to shareholders in national banks and, 
in some states, in other corporations, of an additional amount equal to the 
original full-paid consideration for shares issued to them, contingent upon 
the bank or other corporations being unable to pay the depositors or 
other creditors in full. 


FULL LIABILITY: 
A liability not shared with others. 


JOINT LIABILITY: 

A liability shared jointly with others. 

The term implies that each party is liable for the whole and all 
parties are treated in law as together constituting one legal entity and 
must be sued together or a release to one will operate in favor of all. 


JOINT AND SEVERAL LIABILITY: 

A liability shared, jointly and severally with others. 

The term implies that the parties may at the choice of the creditor 
be sued jointly or separately, each party being responsible for the entire 
obligation if the other parties fail to meet it; a release to one party does 
not preclude bringing suit against the others. 


LIMITED LIABILITY: 

A liability which is limited or restricted by virtue of contract or legal 
statute, e.g., the liability of a special partner is limited to the amount of 
his capital investment as distinct from that of a general partner whose 
liability is unlimited in so far as partnership debts are concerned; the 
liability of corporation stockholders is limited, usually to the amount of 
original full-paid subscriptions, but in some states a double liability 
attaches to stockholders of business corporations and this is also true of 
stockholders of national banks. 

In Great Britain there are three kinds of companies which may be 
constituted and incorporated under the companies acts— 

1. Company limited by shares—This is a company having the liability 
of its members limited by the memorandum to the amount, if any, unpaid 
on the shares respectively held by them. Once the capital is fully paid 
up, there is no further liability resting on the shareholder. This class is 
subdivided into public and private companies. 

2. Company limited by guarantee—This is a company having the 
liability of its members limited by the memorandum to such amount as 
the members may respectively thereby undertake to contribute to the 
assets of the company in the event of its being wound up. There are only 
a few companies of this class in existence. 

3. Unlimited company.—This is a company not having any limit on 
the liability of its members. Every shareholder is thus liable for the debts 
of the company as in an ordinary partnership. It possesses, however, two 
advantages: (a) the liability of each member ceases at the end of a year 
from the time he ceases to be a member; (b) the shares of the company 
are transferable. Such companies are now extremely rare. 
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PERSONAL LIABILITY: 
Liability attaching to an individual personally. 


PRIMARY LIABILITY: 


SECONDARY LIABILITY: 

Terms used usually with respect to parties to a negotiable instrument, 
indicating the order in which liability for its payment attaches. 

The person primarily liable on a negotiable instrument is the person 
on whom rests the absolute requirement to pay it; all other parties are 
secondarily liable. 

The maker of a note is primarily liable, while an endorser is second- 
arily liable. When a draft has been accepted the primary liability shifts 
to the acceptor and the drawer becomes secondarily liable. When, how- 
ever, a draft has not been accepted, the primary liability remains with the’ 
drawer. 

The maker (issuer) of a cheque is primarily liable, while an endorser 
is secondarily liable. 

A guarantor is secondarily liable and so is a surety. 


SEVERAL LIABILITY: 

‘A liability attaching to each party to a contract severally. If A, B, 
C and D are endorsers of a negotiable instrument, A makes separate 
promises to do certain things with B, C and D; B with C and D; and so 
on. Each makes a separate promise with every individual who comes 
after him on the instrument and the liability of each endorser is several 
from that of all parties to the instrument. All the parties to a negotiable 
instrument may be sued upon their several liability at one time or at 
separate times. 


UNLIMITED LIABILITY: 

A liability without limit as distinct from a limited liability above 
defined. The most common example of unlimited liability is that which 
attaches to the general partners of a partnership who are liable not only 
for their own share of partnership debts but also for the share of other 
partners in case of their insolvency. General partners are not, however, 
liable for the personal debts of other partners. 

In the Terminology Department last month (June) the word “part- 
nership” was inadvertently omitted from the first line of the definition . 
of “assets.” 

Communications may be addressed to any of the undersigned. 

Epwarp H. Moeran, chairman, 

120 Broadway, New York. 
WALTER MucKLow, 

420 Hill Building, Jacksonville, Florida. 
J. Hue Jackson, 

56 Pine street, New York. 


69 








American Institute of Accountants 


REGIONAL MEETINGS 


Rochester, New York, May 19, 1923. 

A meeting of members of the American Institute of Accountants 
resident in the region comprising Ohio, West Virginia, Western Penn- 
sylvania and Western New York was held at the Powers hotel, Rochester, 
New York, Saturday, May 19, 1923. About 100 members and guests 
registered. The morning was devoted to sight-seeing and informal meet- 
ings. After luncheon a business session was held at which addresses were 
delivered by L. E. Rusch of Washington and L. H. Olson of New York. 
Both addresses were followed by brief discussions. A general discussion 
of the subject of accounting terminology was opened by Henry E. Mendes, 
followed by several other members. It was unanimously resolved that 
the next meeting for the region should be held at Akron, Ohio, at a time 
to be selected by the committee. The chairman of the committee for the 
Ohio meeting is Arthur E. Chandler, 816 Second National Bank building, 
Akron, Ohio. 

At the banquet in the evening the toastmaster was Roland B. Wood- 
ward, secretary of the Rochester chamber of commerce. Speeches were 
made by Joseph C. Wilson, comptroller of Rochester; John D. Lynn, United 
States marshall; S. B. Story, Edward E. Gore and A. P. Richardson. 





St. Paul, Minnesota, May 25 and 26, 1923. 

The sixth regional conference of the American Institute of Account- 
ants for the central district was held at the St. Paul hotel, St. Paul, Min- 
nesota, May 25th and 26th. There was an exceptionally large attendance 
of both members and guests. This meeting was a departure from the 
general rule, in that instead of formal papers there were informal dis- 
cussions of a number of questions of general importance. It was resolved 
that the next regional meeting for the district should be held at Kansas 
City in November, 1923. The following were elected representatives for 
the respective states comprising the district: H. W. Hennegin, Arkansas; 
J. A. Marvin, Illinois; George S. Olive, Indiana; C. B. Tompkins, Iowa; 
J. D. M. Crockett, Kansas; L. C. Barnett, Kentucky; W. H. Shultus, 
Michigan; J. S. Matteson, Minnesota; Page Lawrence, Missouri; W. B. 
Finlay, Montana; H. C. Moeller, Nebraska; J. A. Cull, North Dakota; 
H. N. Cornell, Oklahoma; F. O. Pollard, South Dakota; L. B. Smith, 
Texas and J. G. Steele, Wisconsin. At the banquet held on the evening 
of May 25th, H. M. Temple presided and speeches were made as follows: 
“Codperation with the Institute,’ Edward E. Gore; “What the American 
Institute is Doing for the Professional Accountant,” A, P. Richardson; 
“The Accountants’ Responsibility to the Future,” R. R. Price; “What is 
Technical Publicity?’”’ A. J. McFaul, and “America, the Land of Oppor- 
tunity,” O. J. Edwardson. 
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STANDARD BUSINESS DICTIONARY, by Jutius Sprecer. Standard 
Publishing Co., New York. 477 pages. 


This dictionary, here and there somewhat encyclopedic in character, 
contains definitions or explanations of about seven thousand words, 
expressions and terms, followed by a list of New York stock-exchange 
and other abbreviations and short descriptions of the federal reserve system, 
the United States Shipping Board and the United States Shipping Board 
Emergency Fleet Corporation. There are four statements in the preface 
to which exception must be taken, as they are not fairly descriptive of the 
scope of the book or of its value as a work of reference, viz.: 

“In rare or isolated cases, some of this material is to be had in printed 
form, but in the great majority of instances, this collection of trade terms 
and the professional expressions and colloquialisms distinctive to a calling 
or vocation has never been definitely or systematically recorded.” 

“Especially has it been my endeavor to thoroughly treat the legal, 
financial, commercial, accounting and economic terminology in use at the 
present day.” 

“It will be noted that I have in every instance, sought to present the 
most concise and explicit definition rather than attempt originality in 
the wording.” 

“As a final word I wish to say that in submitting this dictionary to the 
public, I feel that I am justified in stating that the publication has no 
counterpart, either in the range of contents, or the thorough treatment 
given the language of the various vocations.” 

Contrary to the author’s contention, there have been a number of 
dictionaries of somewhat similar character published, and the author is 
respectfully referred to Smith’s Financial Dictionary, published in 1903, 
as an example. The author’s claim of thorough treatment of legal termi- 
nology is rash, to say the least, in view of the size and authoritative 
standing of such works as Black’s Law Dictionary, Bouvier’s Law 
Dictionary, Words and Phrases or Corpus Juris. Briefly, the above 
quoted excerpts from the preface might better have been toned down 
considerably. 

The book contains a number of unusual words and terms with which 
most of us, I venture to say, are unfamiliar, e.g., alcade; anniented; antal ; 
antichresis; attorn; ballastage; cassation; cloff; consensual contract; 
depone; dinar; distringas; dollar of the daddies; exequatur; feoffee; 
fittage; Gorgonzola Hall; ligan; loco (re cost of goods); mercer; 
obscuration; quartern; toppy; tret; vatting; venireman; and viewers. 
There are a few coined or pedantic words, e.g., alphabeting, and a few 
definitions that appear out of place in a business dictionary, e.g., common- 
law marriage; unwritten law (re “private vengeance”); jury of matrons; 
and yacht. Many of the accounting definitions are open to adverse 
criticism because of narrowness, ambiguity, poor construction or inaccuracy 
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and, taken as a whole, they are somewhat disappointing. A few examples 
follow: 
Funded debt. 

“General outstanding debts which have been converted into bonds 
payable at a distant date.” 
Profit. 

“Excess of receipts over expenditures.” 
Sales discount account. 

“An account charged for the cash discount allowed on invoices sold.” 
Subsidiary ledger. 

“A book of account which contains in detail, accounts of the same 
type.” 
Turn over (two words in dictionary). 

“The total value of the purchases, sales or other transactions of a 
business concern in any particular period. For instance, the total year’s 
turn over of a concern is the total business of the concern for the year.” 


The author classifies the minutes of directors’ or stockholders’ 
meetings as “books of account” and under “Bookkeeping” states that “but 
three books are absolutely essential” (to double-entry bookkeeping) viz., 
the day book, the journal and the ledger. An audit is defined as “an 
examination and adjustment of accounts by comparing the charges with 
the vouchers, striking balances, etc.” and “errors of principle’ are usually 
due, in the author’s opinion, to “the inability of the bookkeeper to dis- 
tinguish between capital and revenue expenditures.” 

The definitions of legal words and terms take up a substantial part of 
the dictionary and the unusual phraseology, in some cases, leads me to 
believe that, contrary to the statement in the preface, the author has, 
perhaps inadvertently, attempted originality in the wording. I cite the 
definition of “valuable consideration” as an example. 

“A thing of value parted with, or a new obligation assumed, at the 
time of obtaining a thing, which is a substantial compensation for that 
which is obtained thereby.” 

As a matter of fact, apart from the rather complex construction of 
the definition, it is inaccurate, as a valuable consideration in law need only 
be of some or slight value, not necessarily adequate or a_ substantial 
compensation. 

I fully appreciate the enormous amount of labor necessary to collate 
and edit the material for such a book as the Standard Business Dictionary 
and the author is to be congratulated upon the completion of such a task, 
notwithstanding the fact that the book falls considerably short of what one 
might expect after reading the preface. 

Epwarp H. Moeran. 





PRACTICAL FACTORY ADMINISTRATION, by Matruew Porosxy. 

McGraw-Hill Book Co., New York. Cloth, 237 pages. 

Practical Factory Administration is a notable contribution to existing 
literature on industrial management. It is divided into a number of parts, 
including organization, planning, handling of materials, inventory records 
and production control. The subjects are covered in a succinct manner 
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and in logical order. There are many illustrations and forms given. Some 
of the latter appear to be rather more involved than is necessary, especially 
in view of the modern tendency to simplify all such records, confining 
them to absolute essentials. They are so thoroughly explained, however, 
that even the tyro should have no difficulty in properly understanding their 
use. The chapter on inventory records is particularly well put. There is 
shown the fallacy of attempting to carry money extensions on stock cards 
after each receipt and delivery, a practice which unfortunately is not at 
all uncommon. Cost-department methods are rather briefly discussed, it 
no doubt being the intention of the author to touch upon the principles 
and to permit the interested reader who wishes to go into further details 
to consult the references which are given at the end of the chapter. 
Altogether, it is a helpful reference book, both for the student and the 
factory executive. 


F. G. Couey. 





CONTROLLING THE FINANCES OF A BUSINESS, by James O. 
McKinsey and Sruart P. Meicu. Ronald Press Co., New York. 
638 pages. 


This book deals with the problems of the chief financial executive of 
a corporation. The style is simple and direct, and the treatment is 
thorough and complete. The experienced financial officer who is willing 
to go through much that will seem very elementary to him will find many 
discussions of policy that are interesting and valuable. The student and 
junior employes of the treasurer’s department can profitably use the book 
as a text for intensive study, and the auditor and the employe of the 
accounting department will see many reasons for the necessity of the 
closest codperation between the accounting department and the treasurer’s 
department, a codperation which is lacking, unfortunately, in many of our 
largest and oldest corporations. 

The discussion is divided into the following general topics: 1. Deter- 
mining capital requirements; 2. sources and devices for securing capital; 
3. control of capital disbursements; 4. control of income. 

The authors state very properly that “before capital is secured, the 
amount needed should be determined” and that “it is necessary to estimate 
the need for these two types (working and fixed capital) separately for 
the factors affecting their relative amounts are different.” The budget 
basis is advocated for estimating the capital needed, although it would be 
necessary to use a liberal margin of safety above budget estimates in 
calculating capital requirements for a new project. The chapters on 
securing capital will be of academic interest only to the average treasurer 
or employe in a treasurer’s department. The various forms of securities 
and methods of marketing them will be found interesting, but these matters 
are usually handled by attorneys and investment bankers, rather than by 
regular employes of the corporation. The control of disbursements for 
capital investment and operating expenses, the details of which are a 
function of the accounting department rather than of the treasurer’s 
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department, is discussed in a non-technical and readable manner. This 
part of the book should appeal to those who realize the importance of 
being familiar with the principles of accounting, but object to reading 
books written in the usual technical accounting style. The chapters on 
dividends and surplus are a real contribution to financial and accounting 
literature. These chapters can be read with profit by officers and directors 
who are concerned with the dividend policy of corporations. 


F. G. CoLiey. 





PROSPERITY: HOW TO ATTRACT IT, by Ortson Swett MARDEN. 
Success Magazine Corporation, New York. 325 pages. 


Scarcely a week goes by without the appearance of some new book 
on psycho-analysis, auto-suggestion or some one of the sundry related 
sciences or cults. The truth of the matter seems to be that mankind is 
on the verge of great discoveries in the realm of the subconscious and 
while we are groping around for the truth most of us who have some 
definite or indefinite conception to express rush into print. Naturally, in 
such a welter of literature there is some good, much bad and even more 
neither good nor bad. All of it, however, is of interest to the student of 
psychology and we doubt if great harm will be done to the reader who 
takes up any one of the books now appearing and reads it with discrimi- 
nation. The danger is that we shall say to ourselves: “Behold we are 
prosperous,” and then sit down and idly wait for the prosperity to appear. 
If we could all steer the middle course and adopt just enough self-control 
and common-sense in conjunction with our experiments in metaphysics, 
we should be the better for it. 

Among the many pioneers in psycho-analysis, one of the best known 
is Orison Swett Marden whose new book, Prosperity, is very much like his 
other books and very comfortable reading. We commend it to all those 
who can read with discrimination. It should render a peculiar service to 
accountants in the first three months of any calendar year. 


A. P. B. 





THE BANK CREDIT INVESTIGATOR, by Russet, F. Pruppen. 
The Bankers Publishing Co., New York. Cloth, 192 pages. 


The Bank Credit Investigator is a handy little book, 7x 4%, (pocket- 
size,) packed with information and advice about credit investigations 
and analyses for the young man just starting in a bank credit department. 
I recommend the two chapters on “Statement Analysis” to the young 
student of accountancy who wants to know how to read a financial state- 
ment from a banker’s point of view. Incidentally the two chapters on 
“Elements of Accounting” form the best short treatise on partnership 
and corporation bookkeeping I have ever read. Mr. Prudden has a re- 
markable gift for stating essentials in the fewest possible words. 

W. H. Lawton. 
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